TAX MAGAZINE 


A COMMERCE CLEARING HOUSE PUBLICATION 
3 Excess Profits Tax Controversies 

; 

e 


The Kirby and Crdyford Decisions 


Rg 


Trust Regulations under the (Gilli torus ae Dievucutitc 








FORT ARCOM 


T HERE is some evidence that tax- 
payers might better have cast 
their lots with Section 721 is the 
theme of an article entitled “Abnormal 
Income from Research and Develop- 
ment,” by Joel Barlow and George I. 
I:lpern. Here’s a good question 
“Are Interest Assessments on For- 
eign ‘Tax Credit Adjustment Legal ?”’ 
John L. Grant, a lawyer, says no and 
proves his point in the article of this 
title. Other well known authors- 
A. A. Simon, Edward Roesken and 
Ik<dward Roehner—have written valu- 
able, analytical articles on subjects 
of current interest, such as: Deduct- 
ibility of Disputed Tax Items for 
Federal Income Tax Purposes; The 
Property Factor in State Income Tax 
Allocations; Definitions of Power of 
Appointment. Features scheduled 
include columns by Bert V. Tornborgh 
and Lewis Gluick. 
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in some issues increased the number of articles. This new size and format has 
proved extremely popular. At that time we also initiated a policy of “no adver- 
tising”. Advertising is the revenue producer for nearly every magazine. In our 
Magazine—your Magazine—every page is devoted to tax information. Thus, we 
are able to give you more articles, more features, more of what you pay for. The 
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DEMOCRACY AND CFFICIENCY IN LOCAL GOVERNMENT 


F DEMOCRATIC GOVERNMENT is to 

flourish, there must be continuous growth 
of interest in public affairs. To secure in- 
creasing popular participation in the busi- 
ness of the state, policy-makers should adopt 
numerous measures. These notes suggest 
some of the ingredients in one method of 
securing citizen activity, namely, the efficient 
management of local government with maxi- 
mum individual participation in the process 
of steering the course. Although all func- 
tions of municipal government are involved, 
perhaps the point at issue will become clear 
ii attention is focused on the pervasive 
financial issues rather than diffused over the 
individual functions assigned to cities and 
other municipalities. 


The problem may be formulated thus: In 
the light of experience in the United States, 
how shall local government fiscal affairs be 
handled to facilitate the 
democratic process? 


Organization 


As financial matters per- 
vade the whole fabric 
of the municipality, the 
framework for financial 
management must neces- 
sarily extend throughout 
local government organization. Conversely, 
of course, the entire organization for the 
control of regulations, education, sanitation, 
traffic, and other functions, is a matter of 
concern for economical financing. 


The structural pattern which appears to 
have proved most efficient and also most 
democratic is one in which, as nearly as 
may be, popular election is invoked only 
in respect to the legislative officials. Each 
such official is chosen by the whole people 
of the municipality, not by geographical 
areas. Under this plan, the elected officers 
are charged with policy-making—not with 
management. However, the legislative body 
must assume responsibility for securing a 
certified public accountant’s verification of 
the administrators’ performance. 


The chief executive officer, sometimes 
chosen by popular election but preferably 
by the legislative body, should have respon- 
sibility for directing the entire administra- 
tive machinery. Obviously, too, if he is to 
discharge such a responsibility, he must be 
assigned, subject to appropriate legal safe- 
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guards, either direct or indirect authority 
over all personnel and all finances. 


Budget 


One management implement commonly 
employed and apparently essential to efh- 
cient democratic action is the budget. The 
executive plans the work of the municipality, 
translates his program into dollar terms, and 
presents it—including means of securing the 
necessary revenue—to the legislative body, 
the commission, or council. The latter takes 
action in the light of full public discussions. 
When a plan, preferably including minor 
elements of flexibility, has been adopted, it 
becomes the operating program of the gov- 
ernmental unit for the following year. To 
make provision for unanticipated develop- 
ments, cities’ budget plans provide that the 
chief executive may (a) 
require under a system of 
allotments that a reserve 
fund be accumulated 
through underspending by 
officials responsible for 
each service, (b) make 
transfers from one phase 
of a service to another un- 
der restrictions prescribed 
by the local legislative body, and (c) make 
expenditures to meet emergencies from a 
contingent appropriation of about one per 
cent of the total. In smaller communities, 
especially, the legislative body may some- 
times meet extreme emergencies by amending 
the plan—i. e., the appropriation ordinance 
—originally adopted. 


The essence of such a mechanism for 
planning is that it places policy matters— 
for instance, how money shall be raised, for 
what purposes it shall be spent, and the bal- 
ancing of provisions for one service against 
those for another—ultimately in the hands 
of a small body popularly chosen for the 
purpose. At the same time, this approach 
places in the hands of technical personnel, 
under appropriate supervision, the task of 
handling the details of financial management— 
including maintenance of accounts, collec- 
tion of taxes, making disbursements, control 
of the treasury, employment of personnel, 
and negotiation of purchases. Thus, in prac- 
tice, efficient operation is currently effected 
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TAX TRENDS 
In the Southern States 


By EDWARD ROESKEN 


T HE PAST DECADE has seen a number 
of changes effected in taxation in the 
states below the Mason and Dixon line. 
While comparatively few new types of taxes 
have been imposed, and while here and there 
some of the older taxes have been repealed, 
the pattern of state taxation has remained 
substantially the same. 


Among the tax trends evident, there ap- 
pears to have been some relaxation of the 
more or less rigid rule of taxing the entire 
net income of domestic corporations in those 
states where no provision is made for the 
allocation, within and without the state, of 
the net income of such corporations. This 
has been effected through both legislation 
and judicial ruling. 


As to franchise taxes upon domestic cor- 
porations, an earlier trend in many of these 
states toward a broader base for such taxes 
to include items other than capital stock in 
the calculations has become firmly estab- 
lished. 


This decade has seen one of these states 
relinquish its franchise tax exacted from 
foreign corporations and substitute a nomi- 
nal filing fee. 

An outstanding feature of these years has 
been the classification and special treatment 
of intangibles at comparatively low rates in 
Georgia, North Carolina and West Virginia, 
following the lead of Virginia early in the 
century and the later example of Florida in 


1931. 


The retail sales tax, which was spreading 
to a large number of jurisdictions through- 
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out the United States, was adopted by two 
additional Southern states and one Southern 
city during this period. 


There has been considerable development 
of the chain store tax in the Southern states 
during the past decade. While six of the 
ten states imposing such a tax base the tax 
according to schedules related to the num- 
ber of stores within the state, regardless of 
those operated elsewhere, four states today 
base their levies according to schedules which 
relate the applicable bracket to the total 
number of stores operated within and with- 
out the state. 


Income Taxes 


Of the twelve states south of the Mason 
and Dixon line, ten today impose net income 
taxes upon corporations. ‘These are Ala- 
bama, Georgia, Kentucky, Louisiana, Mary- 
land, Mississippi, North Carolina, South 
Carolina, Tennessee and Virginia. All of 
these except Tennessee impose personal in- 
come taxes upon individuals. ‘Tennessee, 
however, has in effect a “Stocks and Bonds 
Income Tax,” applicable to the income of 
persons, partnerships, associations and trusts 
from substantially all dividends within the 
jurisdiction of the state and substantially all 
interest within the jurisdiction of the state 
on obligations maturing more than six months 
from the date of issue. The usual rate is 
six per cent, but a rate of four per cent is 
applied to income from stock in any cor- 
poration seventy-five per cent of whose cor- 
porate property, including the franchise, is 
taxable in Tennessee for ad valorem purposes. 
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West Virginia imposes a gross income tax 
upon those engaged in business in the state. 
Its personal income tax was repealed by an 
act effective January 1, 1942. 

No income tax of any kind, either indi- 
vidual or corporate, is imposed in Florida. 
The constitution of that state provides that 
no taxes shall be levied upon the income of 
residents or citizens of the state. 

Mississippi is the only Southern state im- 
posing an income tax on corporations at 
graduated rates. That state effected reduc- 
tions in its schedule of rates, applicable to 
both corporations and individuals, in 1940, 
1942 and 1944. In the other states, the cor- 
porate rates range from one and one-half 
per cent in Maryland to six per cent in 
North Carolina. 

The individual income tax rates range be- 
tween one per cent and seven per cent, the 
schedules varying in the different states. A 
flat one per cent rate was applied in Mary- 
land to 1945 income. While the Georgia 
rates are from one per cent to seven per cent, 
depending upon the taxable income, the highest 
rates are to be found in North Carolina, 
where the range is from three to seven per 
cent. 

A unique feature of two net income tax 
statutes in states below the Mason and Dixon 
line is the levy of the tax upon the entire 
net income of domestic corporations, foreign 
corporations being allowed an apportion- 
ment. Such is the situation in Alabama and 
Louisiana. Formerly, it was also the situa- 
tion in Arkansas and South Carolina. In 
Arkansas, in 1939, however, the Supreme 
Court of that state held as improper the 
imposition of an income tax upon income of 
an Arkansas corporation derived from sources 
outside of Arkansas, in McCarroll v. Gregory- 
Robinson-S peas, Inc., 129 S. W. 2d 254. In 
South Carolina, the law was amended in 
1924 to allow domestic corporations a credit 
against gross income of income accruing to 
them from other states or territories. To- 
day the statute is phrased so that South 
Carolina corporations having an established 
business in another state, or investment in 
property in another state, may deduct the 
net income from such business or invest- 
ment. The deduction does not extend, how- 
ever, to any part of the income of resident 
individuals and corporations from personal 
services, or mortgages, stocks, bonds, securi- 
ties and deposits. 


The North Carolina treatment of income 
of its domestic corporations, under a 1945 
amendment, is somewhat similar to the South 
Carolina method. It normally taxes the 
entire net income but permits domestic com- 
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panies having an established business in 
another state, or investment in property in 
another state, to deduct the net income from 
such business or property if that income is 
taxed under an income tax levied by the 
state or states in which the business or prop- 
erty is located. 

Mississippi, while also levying its tax 
against the entire net income oi resident 
corporations, in practice, permits a domestic 
corporation which maintains a place of busi- 
ness having a physical situs without the state 
to exclude from gross income the in: »me 
realized from such a place of business. The 
statute, in providing for the deduction of 
income of a domestic corporation when 
earned from sources without the state, stipu- 
lates that such sources shall be defined as 
places of manufacture or production and 
places of merchandising. 


Franchise Taxes of 
Domestic Corporations 


All of the Southern states impose annual 
franchise or license taxes upon their domes- 
tic corporations. 

Virginia and West Virginia are the only 
states in this group which base the franchise 
taxes of domestic corporations upon the 
authorized capital stock, as distinguished 
from issued and outstanding capital stock, 
no allocation being allowed. 


Other states which do not permit domes- 
tic corporations an allocation of the base of 
their franchise taxes are Alabama, Georgia, 
Louisiana and Maryland. 

As to the base of the franchise tax, the 
tendency has been toward a broadening from 
bases such as “issued capital stock” (Geor- 
gia), “outstanding capital stock” (Florida) 
and “capital stock’ (Kentucky), to such 
bases as “issued and outstanding capital 
stock, surplus and undivided profits” (Mis- 
sissippi, North Carolina and Tennessee), 
“issued and outstanding capital stock, sur- 
plus and undivided profits” plus any “bor- 
rowed capital” in excess of such capital 
stock, surplus and undivided profits (Louisi- 
ana) or “capital,” as in Maryland, which is 
defined as issued capital stock plus paid-in 
or capital surplus. Evident also in some 
states is the placing of a floor under such a 
broadened base by providing, as in Louisi- 
ana, Mississippi and North Carolina, that 
the basis of the tax is not to be less than 
the assessed value of the corporation’s prop- 
erty in the state, or, as in Tennessee, not 
less than the actual value of the real and 
tangible personal property owned or used 
by the corporation in the state. 
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Maryland, which had previously exempted 
certain types of domestic non-stock and non- 
profit corporations from the payment of its 
franchise tax, in 1945, by Chapter 515, ex- 
empted all domestic corporations having no 
capital stock. 

In 1945, South Carolina reduced its fran- 
chise or license tax rate from three mills to 
two mills upon each dollar paid to the capi- 
tal stock of domestic corporations. 


Franchise Taxes of 
Foreign Corporations 


Maryland and Virginia are the only south- 
ern states which do not impose franchise 
taxes upon foreign corporations. Maryland 
formerly applied its franchise tax to both 
domestic and foreign business corporations, 
but in 1941 the sections of the law providing 
for graduated franchise taxes to be paid by 
foreign corporations were repealed and a 
new section was added requiring a flat rate 
filing fee of $25 to be paid annually by 
practically all types of foreign business cor- 
porations. It may be mentioned, paren- 
thetically, that Virginia imposes a registration 
fee upon both domestic and foreign corpora- 
tions which is based upon their authorized 
capital stock without allocation, the gradu- 
ated rates ranging from $5 to $25. 

While Virginia and West Virginia are the 
only states in this group which base the 
franchise taxes imposed upon their domestic 
corporations upon the authorized capital 
stock, today none of these states base the 
franchise taxes of foreign corporations on 
authorized capital stock, or a proportion 
thereof. Prior to 1930, West Virginia ex- 
acted a franchise or license tax from a for- 
eign corporation according to the proportion 
of its authorized capital stock represented 
by its property owned and used in the state. 
Late in 1929 it was indicated by the highest 
court in West Virginia, in State v. Azel- 
\Veadows Realty Co. et al., 108 W. Va. 118, 
150 S. E. 378, that the issued and not the 
authorized capital stock should be used in 
computing the license tax. The proportion 
of the issued and outstanding capital stock 
allocated to the state has been employed as 
the basis for the tax of foreign corporations 
since that time. 


Florida makes use of a similar proportion 
of outstanding capital stock allocated to the 
state as the basis of its filing fee or tax 
payable in connection.with its annual cor- 
poration report, due July 1. 

In four states, Georgia, Mississippi, North 
Carolina and Tennessee, the bases of the 
franchise taxes are broadened to include the 
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proportion of surplus and undivided profits 
with the allocated outstanding capital stock, 
while in Louisiana the basis is the propor- 
tion of the capital stock, surplus and un- 
divided profits, including borrowed capital 
in excess of the capital stock, surplus and 
undivided profits. 


Minimum bases are provided for in Loui- 
siana, Mississippi, North Carolina and Ten- 
nessee. In Louisiana, the allocated basis of 
the franchise tax of a foreign corporation 
is in no case to be less than the total assessed 
value of the real and personal property in 
Louisiana for the calendar year preceding 
that in which the tax is due, while in Mis- 
sissippi the allocated basis is not to be less 
than the assessed value of the real estate 
and tangible personal property in the state 
for the year covering which the return is 
due. There is a North Carolina minimum 
basis of similar tenor which is somewhat 
broader, it being provided that the allocated 
basis is not to be less than the total assessed 
value (including total gross valuation of in- 
tangible personal property returned for taxa- 
tion) of all the corporation’s real and per- 
sonal property in the state for the year 
in which the report is due, nor less than its 
total actual investment in tangible property 
in the state. The measure of the Tennessee 
franchise tax is in no case to be less than the 
actual value of the real and tangible personal 
property owned or used by the corporation 
in Tennessee. 


The franchise tax statutes of two states, 
Alabama and Kentucky, levy their taxes 
against an allocated amount which repre- 
sents values behind the capital stock used 
in the state. Alabama, for instance, bases 
its tax upon “the actual amount of capital 
employed in this state.” Here “capital” is 
taken to mean all property used in transact- 
ing business, and its interstate as well as 
intrastate uses are included, intangible property 
being taken into consideration. In Ken- 
tucky, the license or franchise tax of a for- 
eign corporation is based upon “that part 
of the value of its capital stock represented 
by property owned and business transacted 
in this state.” The “capital stock,” which 
is apportioned, has a value ordinarily reached 
through the averaging of the market value 
of the capital stock outstanding, the capital- 
ized earnings and the net worth of the cor- 
poration. In South Carolina, the annual 
license fee or franchise tax of a foreign 
corporation is based upon “the value of 
the property of such corporation used within 
this state in the conduct of its business,” 
this value including intangible property. 
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South Carolina in 1945 reduced its license 
or franchise tax rate from three mills to two 
mills upon each dollar of the value of the 
property of a foreign corporation used within 
the state in the conduct of its business. 


Property Taxes 


In all of the twelve states below the Ma- 
son and Dixon line, state and county taxes, 
where both are exacted, are assessed and 
collected by a county official. In Florida, 
there is no state ad valorem property tax; 
in North Carolina, there is no state levy 
upon tangible personal property and, in 
Tennessee, there has been no state property 
tax levy for state purposes since 1930 other 
than for school purposes. 


The assessment effected by the county 
official is also used as the basis of municipal 
levies in five states: Maryland, North Caro- 
lina, South Carolina, Virginia and West 
Virginia. In Maryland, however, personal 
property of corporations is assessed by the 
State Tax Commission and this assessment 
serves as the basis of the taxation of tangible 
personal property of such corporations for 
state, county and municipal taxes. 


In three states, Alabama, Kentucky and 
Mississippi, municipalities may, at their op- 
tion, either adopt the county assessment or 
they may assess and collect municipal taxes 
independently. 


In the remaining three states, Florida, 
Georgia and Tennessee, provision is made 
for the assessment and collection of munici- 
pal property taxes by municipal officials, 
while county taxes are collected by county 
officials. 


The property tax rates in the Southern 
states, when added together for state, county 
and municipal purposes, will usually be 
found to be low when compared with other 
sections of the country. In the larger cities, 
the combined rates may be expected to range 
approximately as follows, the material in 
parentheses indicating the general range of 
the valuations employed: Alabama: $25 to $35 
(forty per cent to sixty per cent) ; Florida : $25 
to $55 (fifty per cent to 100 per cent); Geor- 
gia : $30 to $50 (thirty-five per cent to seventy- 
five per cent); Kentucky: $15 to $35 (sixty 
per cent to 100 per cent); Maryland: $15 to 
$30 (100 per cent); Mississippi: $40 to $70 
(fifty per cent to 100 per cent); North Caro- 
lina: $15 to $30 (sixty per cent to 100 per 
cent); South Carolina: $60 to $110 (ten per 
cent to forty-two per cent); Tennessee: $30 
to $60 (forty per cent to 100 per cent); Vir- 
ginia: $15 to $45 (fifty per cent to 100 per 


cent); West Virginia: $20 to $30 (thirty- 
five per cent to 100 per cent). 

State and county taxes are paid to the 
county tax collector in all of the Southern 
states, almost without exception. Municipal 
taxes are almost invariably paid to a munici- 
pal tax collector, an exception being that in 
West Virginia all state, county and munici- 
pal taxes are paid to the sheriff as county 
treasurer. In a number of Alabama cities, 
the municipal taxes are also paid to the county 
tax collector. 

Intangible property is segregated for 
assessment at comparatively low rates in 
five states, Florida, Georgia, North Carolina, 
Virginia and West Virginia. In Georgia, 
North Carolina and Virginia, the assessment 
of intangibles is made by state officials, with 
the exception of most accounts receivable 
in Georgia, which are taxed locally at the 
current property tax rate. In Florida and 
West Virginia, county officials assess the 
intangibles. 

The assessment of intangibles at low rates 
is a comparatively recent development in 
Florida, Georgia, North Carolina and West 
Virginia. In Virginia, such segregation of 
intangibles has been in effect for several 
decades. 


Amendments to Property Tax Laws 


In Florida, a constitutional amendment 
was adopted in 1924 which authorized a 
special rate on intangible property, not to 
exceed five mills on the dollar of the assessed 
value. It was not until 1931, however, that 
legislation pursuant to this amendment was 
enacted, becoming effective January 1, 1932. 
These provisions remain unchanged until 
1941, when the law was repealed and reen- 
acted and changes were made in the classi- 
fications of the taxable property and the 
rates. In 1944, a further constitutional 
amendment lowered the maximum rate to 
two mills. Legislation taking cognizance 
of this lowering of the rate had already been 
passed in 1943 in anticipation of the adop- 
tion of the amendment. The present range 
of rates is between five cents per $1,000 and 
the maximum of $2 per $1,000. 


In Georgia, a constitutional amendment 
was adopted in 1937, authorizing the legis- 
lature to classify property for taxation and 
to adopt different rates and methods for 
taxing different classes of property. Shortly 
afterward legislation was enacted classify- 
ing intangible personal property for taxation. 
As this legislation exempted from its pro- 
visions accounts receivable and all notes 
except those representing credits secured 
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by real estate, the exempted accounts re- 
ceivable and notes are still treated as sub- 
ject to the general property tax and the 
much higher local property tax rates are 
applied to them. (Parke, Davis and Com- 
pany v. City of Atlanta et al., Georgia Su- 
preme Court, January 17, 1946.) The rates 
on intangibles taxed by the state vary from 
ten cents to $3 per $1,000, while the local 
property tax rates, applicable to the accounts 
receivable and notes mentioned, range from 
approximately $30 to $50 per $1,000 valua- 
tion. 

The North Carolina Revenue Act of 1937 
first segregated intangible personal property 
for state taxation exclusively, the first report 
and payment being due in 1938. Increases 
in the rates applicable were effected by leg- 
islation enacted in 1939. The present rates 
range from ten cents to fifty cents per $100. 
H. B. No. 12 of 1945 exempted deposits in 
North Carolina banks made by nonresident 
individuals and foreign corporations, when 
such deposits are not related to activities in 
the state. 


When Chapter 67 of the Second Special 
Session of West Virginia, Laws of 1933, was 
enacted, property was placed for rate pur- 
poses in four classifications. “All money 
and all notes, bonds, bills and accounts re- 
ceivable, stocks and any other intangible 
personal property” were assigned to the 
group taxed at the lowest rates. The rates 
applicable to intangibles range from approx- 
imately $4 to $7 per $1,000 valuation. 


Retail Sales Taxes 


The retail sales tax was first imposed by 
New York City during the closing days of 
1934. It has since spread to twenty states. 
Only five of the twelve Southern states levy 
such a tax today: Alabama, Louisiana, 
Mississippi, North Carolina and West Vir- 
ginia. 

Only one city south of the Mason and 
Dixon line appears to have followed the lead 
of New York City in imposing a retail sales 
tax. That city is New Orleans, where a 
rate of two per cent is in effect. There, in 
practice, the Louisiana one per cent state 
sales tax is collected in conjunction with the 
city tax, dealers remitting two-thirds of the 
amount collected to the city and the remain- 
der to the state. 


In Alabama, Mississippi and West Vir- 
ginia a two per cent rate prevails, while in 
North Carolina the rate is three per cent. 

Kentucky enacted a “Gross Receipts Tax 
Law” in 1934 which was to be effective from 
June 15, 1934 to June 30, 1936, imposing a 
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tax at the rate of three per cent of the gross 
receipts of retail merchants, certain public 
utilities and operators of places of amuse- 
ment. This was, however, repealed by the 
legislature by an act which became effective 
on January 15, 1936—six months before the 
projected expiration date. 

Maryland likewise had a gross receipts 
or sales tax which required the payment of 
a one per cent tax by retailers upon sub- 
stantially all retail sales of tangible personal 
property between April 1, 1935 and March 
31, 1936. The requirements expired, under 
the act imposing them, on the latter date. 

New York City was also the first to enact 
a tax in the nature of a use tax to supple- 
ment its retail sales tax, denominating it a 
“personal property tax” for several years. 
The majority of the states which impose 
retail sales taxes have also enacted legisla- 
tion providing for a supplementary use tax. 
West Virginia is the only state among the 
Southern group imposing retail sales taxes 
which does not impose a use tax. 


An interesting development in connection 
with sales taxes generally occurred in 1941 
when the Supreme Court of the United 
States ruled, with regard to the Alabama 
retail sales tax, that such a tax was valid 
when imposed upon sales made to a govern- 
ment contractor operating under a “cost- 
plus-a-fixed-fee” contract. (State of Alabama 
v. King and Booger, 62 S. Ct. 43, 314 U. S. 1.) 
In a companion case, the Alabama use tax 
was held applicable to government contrac- 
tors operating under a “cost-plus-a-fixed- 
fee” contract on property purchased out of 
the state and brought into the state for use 
under the contract. (Curry v. United States 
et al., 62 S. Ct. 48, 314 U. S. 14.) 

A more recent extension of this principle 
that the mere existence of contracts with 
the federal government does not give rise to 
an immunity from taxation on the part of 
those dealing with the federal government is 
to be found in Carnegie-Illinois Steel Corpo- 
ration v. Alderson, 34 S. E. (2d) 737, certiorari 
denied, November 5, 1945, 66 S. Ct. 146. 
There, a corporation operating under a con- 
tract with the federal government, upon land 
owned by the government, was ruled sub- 
ject to the West Virginia Business and Oc- 
cupation Tax Act. 

The Mississippi Supreme Court held, on 
October 22, 1945, that persons who had 
executed a contract with the War Depart- 
ment for the building of a levee along a 
portion of the Mississippi River were liable 
for the state privilege tax and the sales tax 
imposed upon contractors. (Stone v. Green 
et al., 23 So. (2d) 542.) 
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North Carolina appears to be the only 
Southern state imposing a use tax which 
has, by legislation, applied the rule laid 
down by the Supreme Court of the United 
States in General Trading Company v. State 
Tax Commission, 64 S. Ct. 1028, 1030, decided 
in 1944, in which it was indicated that the 
Iowa use tax was applicable to an unlicensed 
foreign corporation merely soliciting orders 
in the state through traveling salesmen, 
which orders were followed by the shipment 
of goods into the state in interstate com- 
merce. House Bill 12 of 1945 amended the 
use tax provisions to require the collection 
of the tax by a retailer “taking orders for 
the sale or delivery” of tangible personal 
property for storage, use or consumption in 
the state. This, however, merely gave leg- 
islative sanction to a policy of the official 
administering the tax, as North Carolina had 
sought to apply the use tax to such retailers 
prior to the General Trading Company deci- 
sion, an opinion of the Attorney General of 
that state, rendered in 1941, having indi- 
cated that an application of the use tax law 
to these retailers was proper. 


Chain Store Taxes 


The chain store tax is a development of 
the past twenty years, being first exacted 
by Indiana in 1929 and held valid by the 
Supreme Court of the United States in 1931 
in State Board of Tax Commissioners of 
Indiana et al. v. Jackson, 51 S. Ct. 540, 283 
U.S. S27. 

Today, a chain store tax is levied in all 
of the Southern states with the exception 
of Virginia. In the majority of these states, 
there is a schedule of applicable rates, the 
tax payable being dependent upon the num- 
ber of stores operated within the state. This 
is the situation in Alabama, Georgia, Mary- 
land, North Carolina, South Carolina and 
West Virginia. In Alabama, for instance, 
the rates, concerned only with the stores 
within the state, are: 
lst store 
2nd to 5th store 
6th to 10th store 
11th to 20th store 
Stores in excess of 20 


$ 1.00 
15.00 each 
Zs © 
7.50 “ 

lizoe | 


When Louisiana imposed its chain store 
tax for the first time in 1933 under Act No. 
19 of 1932, its schedule of rates was similar 
in pattern to the Alabama schedule, the rates 
also being concerned only with the stores 
operated within the state. In 1934, Act No. 
19 of 1932 was amended by Act No. 51, 
which effected a change in the basis and 
rates of the tax on stores for 1935 and there- 


after. A new graduated scale was applied 
to the number of stores operated in the 
state, the rate or applicable bracket being 
varied according to the number of stores 
owned everywhere. The rates applied were 
as follows: 

Stores Owned 
Everywhere 


Not more than 10 stores 
11 to 35 stores 

3% “* 650 s 

am ORS 

76 100 

101 125 

126 “* 350 

151 175 

176 200 
Zi“ 225 
226 250 

251 275 

276 300 

301 400 

401 500 

More than 500 stores 


Rate Applied to 
Louisiana Stores 


.. $ 10.00 each 
i) | in 
20.00 
25.00 
30.00 
50.00 

100.00 
150.00 
200.00 
250.00 
300.00 
350.00 
400.00 
450.00 
500.00 
550.00 


Under the earlier law, the amount due 
was determined by adding the amounts pay- 
able under the applicable schedules. Under 
the 1934 amendment, however, only one 
bracket was applied to a given chain and the 
amount payable in connection with each 
Louisiana store was uniform, the applicable 
bracket being determined by the number of 
stores within and without Louisiana. Thus, 
a chain of ten stores paid but $10 for each 
store located in Louisiana, while a chain of 
five hundred stores was required to pay $500 
for each Louisiana store. 

It was only to be expected that the validity 
of such a classification would be tested in 
the courts. In 1937, the Supreme Court of 
the United States upheld this Louisiana 
chain store tax law in The Great Atlantic 
& Pacific Tea Company et al. v. Grosjean, 
Supervisor of Public Accounts, 57 S. Ct. 772, 
301 U. S. 412, rehearing denied, 58 S. Ct. 3, 
302 U. S. 772. The court regarded the statute 
as bearing equally upon all who fall in the 
same class and concluded that this satisfied 
the guaranty of equal protection. 


Thus far, three Southern states, Florida, 
Kentucky and Mississippi, and also South 
Dakota have incorporated the Louisiana 
basis in their levies of chain store taxes. The 
Kentucky tax was held invalid in December, 
1945, by the Franklin County Circuit Court 
in the case of Adam Hat Stores, et al. v. 
Reeves, Commissioner of Revenue. An ap- 
peal is pending. 


An attempt by Florida in 1931 to impose 


a chain store license tax on the basis of 
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stores located within a single county, with 
a higher tax applicable where stores were 
located in different counties, was overthrown 
in part in Louis K. Liggett Co. v. Lee, 53 
S. Ct. 481, 288 U. S. 517. Today, the Florida 
law, in addition to being modeled after that of 
Louisiana, contains an additional tax based 
upon inventories of merchandise actually 
upon the premises of each store in Florida 
on the last day of the fiscal year of the 
licensee, plus the proportionate part of the 
merchandise in warehouses of the licensee 
on that date carried or required for the 
stores operated in the state. 


Mississippi, which also patterns its state 
license tax on stores after the Louisiana 
model, imposes an additional local tax upon 
those operating a wholesale or retail store, 
based upon the value of the stock in trade, 
the rates ranging from $2.50 where the value 
of the stock never exceeds $1,000, to $1,840 
where the value exceeds $450,000. 


The basis of the Tennessee chain store tax 
is unique, the rate being $3 for each 100 
square feet of floor space, or major fraction 
thereof, in each store taxed. 


A feature of the Georgia tax is the special 
treatment of mail order stores and the im- 
position of high rates upon them as follows: 
one store, $2,000; two stores, $4,000 per 
store; three stores, $6,000 per store; four 
stores, $8,000 per store; stores in excess of 
four, $10,000 per store. 


While Virginia does not levy a chain store 
tax, it imposes a license tax, at graduated 
rates, upon merchants, the tax on retail 
merchants being based upon sales and that 
upon wholesale merchants being graduated 
according to the amount of purchases. 


A 1945 change effected by legislation in 
Alabama was the transfer of the adminis- 
tration of the chain store tax from the State 
Department of Revenue to the Probate 
Judge or License Commissioner of the county 
in which a store is located. This was 
brought about by House Bill 586, which pro- 
vided that where stores are located in more 
than one county, licenses for all stores in 
the state are to be procured in the county 
where the principal or main store is located. 
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Occupation License Taxes 


The Southern states, more than any other 
group, have made special use of the device 
of taxing annually the privilege of engaging 
in a particular occupation. In Alabama, for 
instance, more than one hundred and fifty 
different occupations are singled out by 
state legislation for taxation. While, in 
many instances, there are flat rates to be 
paid, not infrequently graduated schedules 
are applied, related to the population of the 
communities in which the business is carried 
on, to the capital employed or to a criterion 
related to the specific business. The pay- 
ments exacted are usually substantial. 


In most of these states, such state legis- 
lation provides for the collection of practi- 
cally all such occupation license taxes by a 
county official, usually the county tax col- 
lector or the clerk of the county circuit court, 
although in a number of instances this type 
of tax is administered by a state official 
or board. In some states, Alabama and 
Florida, for instance, the payment to the 
county official is the payment of a state tax; 
and, in addition, the statute provides for a 
levy, for county purposes, of fifty per cent 
of the amount levied for state purposes, un- 
less there is a specific statutory provision 
to a different effect in connection with a 
particular levy. In Tennessee, counties and 
municipalities are empowered to levy privi- 
lege taxes upon businesses, not exceeding 
those levied by the state for state purposes. 
In two states, Maryland and Mississippi, 
the levy of a state tax upon a given occu- 
pation has the effect of exempting that activity 
from county and municipal levies of the 
same type. In Georgia, North Carolina, 
South Carolina, Virginia and West Virginia, 
there appear to be no such restrictions upon 
municipal levies. 


Kentucky in 1938 repealed a great many 
of its state and county occupation license 
taxes on occupations carried on within the 
state, the act stating that the expenses of 
collecting the licenses repealed amounted to 
more than the revenues received. (H. B. 
No. 245, L. 1938.) An appreciable number 
of occupations are, however, still taxed. 


[The End] 















































































































































































































































MODERN TECHNIQUE 


By GUSTAVE SIMONS 
Attorney in New York City to as 


Two new tools for the job of tax practice, the tabular method of decision analysis 
and the economist’s report, are applied to one tax problem by the author to show Jack 
the variety and velocity in the development of the law of federal income taxation. nal I 
USTC 
“F 
' LAW of federal income taxation is The recent marked reduction in tax rates to n 

developing with such variety and such does not necessarily indicate an equivalent new 
velocity that technicians who rely only upon — reduction in tax liabilities. Just as narrow- limit 
established methods of research and proce- ing markets stimulate sales efforts, so re- othe 
dure are apt to find them inadequate for duced rates of taxation act as incentives to ties ; 
the task at hand. revenue agents seeking new sources of tax simp 
revenue to make good reductions in tax rates. need 
The desire of the government to maintain 
tax revenues at a high level was clearly 
indicated in the address of the President to 
Congress upon the State of the Union on 
January 21, 1946. With maximum rates re- 
duced from eighty-five and one-half per cent 
to thirty-eight per cent, it is only natural 
that revenue agents should seek, with re- 
doubled vigor, to apply the twenty-seven 
and one-half per cent or thirty-eight and 


































The novelty involved in the practice of 
tax law is indicated at first hand by the 
loose-leaf method of reporting used in the 
Commerce Clearing House Law Reporters. 
The problems inherent in reporting the flood 
tide of rules, regulations, statute law, and 
decisions were such as to make necessary 
a form of legal reporting entirely different 
from the orthodox method of bound vol- 
umes and paper-back advance sheets. But 
this is only one small and superficial exam- : : eae 
ple of the vital necessity of constantly de- este per cent penalty provided in Sec- - 
veloping improved tools for the job of tax tion 102. rT 
practice. This not only indicates the importance tical 
which the tax practitioner must accord to early 
Section 102, but it also illustrates one of the that 
differentiating aspects of tax practice: that resez 
the development of tax law is tied in with the | 
broad economic and political considerations to da 
to an extent far greater than in ordinary of vi 
aspects of local law. The latter does eventu- decis 
ally respond to historical and economic 

1. The tabular method of decision analy- pressures, but generally is far less sensitive 
sis, and in its reactions. The attorney in general 
practice is thus able to confine himself to Th 
' : the law library with a disregard of broader f ¢: 

The problem to be surveyed is Section 102 economic and political developments with not s 
of the Internal Revenue Code dealing with far Jess damage to his clients than in the F 
the improper accumulation of surplus. case of the tax attorney. 


of pr 
parti 
tectr 
of th 
are t 


This article will attempt to cast some 
light upon the problem by confining itself 
to a very narrow segment thereof. An 
effort will be made to demonstrate only two 
of the new tools in their application to but 
one tax problem. The two new tools to be 
discussed are: 


2. The economist’s report. 


final: 

Section 102 was chosen as a subject merely Section 102 also indicates another differ- and 
because it is one which the writer predicts ential, namely, that tax law developments tiple 
will become increasingly important in the are apt to have a much wider application in ni 
near future. The principles discussed have than ordinary legal developments and that also 
been applied to many other problems in- they are apt to be much faster. The dangers of fa 
cluding family partnerships, reasonable com- under Section 102, as set forth before, apply Cour 
pensation, tax-free reorganizations, and the to every corporation enjoying a substantial to fa 
like. net income. There are few developments only 
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in general legal practice which will apply 
to as large a segment of an attorney’s clien- 
tele as does development in the tax field, 
for example, in Section 102. 


All this is well expressed by Mr. Justice 
Jackson in Dobson v. Commissioner of Inter- 
nal Revenue, 320 U. S. 489, 64 S. Ct. 239, 44-1 
ustc J 9108: 


“Increase of potential tax litigation due 
to more taxpayers and higher rates lends 
new importance to observance of statutory 
limitations on review of tax decisions. No 
other branch of the law touches human activi- 
ties at so many points. It can never be made 
simple, but we can try to avoid making it 
needlessly complex.” 


Another significant factor is that the prob- 
lem is a repetitive one developing in each 
year of earnings, so that constant alertness 
is the price of freedom from penalty. Also, 
it is clear that here the platitude, “An ounce 
of prevention is worth a pound of cure,” has 
particularly strong application since pro- 
tective action must be taken far in advance 
of the end of the tax year if maximum results 
are to be accomplished. 


The fact that the problem relates to prac- 
tically every profitable corporation and needs 
early, prompt, and repeated attention, means 
that the attorney cannot wait to do his legal 
research until his client is face to face with 
the liability in question, but must keep up 
to date from day to day with a large number 
of varying and often seemingly conflicting 
decisions. 


New Method of Decision Analysis 


This in turn means that the ordinary method 
of careful case-by-case legal analysis will 
not suffice. The decision in the Dobson case, 
cited before, added new emphasis to the 
finality of the decisions of the Tax Court; 
and since the Tax Court functions in mul- 
tiple units, the decisions are not only large 
in number and frequent in occurrence but 
also apt to involve many different questions 
of fact. The Dobson case gave to the Tax 
Court a new and final authority with regard 
to factual issues and left it subject to review 
only with regard to questions of law. It 


Modern Techniques 


is only natural to suppose that decisions of 
this tribunal will therefore be increasingly 
expressed in terms of factual determination, 
not subject to review, rather than as general 
statements of broad legal principles on 
which review and reversal are quite possible. 


The tabular form of decision analysis was 
therefore developed. At the outset it should 
be made clear that this is merely an addi- 
tional tool. It is not a substitute for the 
ordinary digest of cases nor for a profound 
and detailed case-by-case analysis. How- 
ever, the tabular method serves certain func- 
tions peculiarly well, as follows: 


1. It lends itself easily to the frequent 
addition of new decisions. 

2. It permits a vivid appraisal of the vari- 
ous factors determining decisions and of the 
trend in emphasis given to factors. How- 
ever, the decisions themselves must be stud- 
ied with care and frequently reviewed in 
order correctly to appraise the weight given 
to a specific factor. 


3. In the frequently occurring situation 
where an opinion must be developed for a 
taxpayer in a very limited period of time or 
a brief speedily prepared, it permits a rapid 
identification of the case in point, for it is 
peculiarly well adapted to legal analysis 
where the decisions put more stress on ques- 
tions of fact than on questions of law. 


The first step in preparing a table is to 
read carefully all of the leading and current 
cases in the orthodox fashion of legal analy- 
sis and to study the development of the 
statutory and regulatory law. With this 
background the most important factors de- 
termining the results in most cases can be 
identified. In regard to Section 102, the 
principal favorable factors would be as fol- 
lows: 


1. Surplus invested largely in plant or 
other non-liquid assets. 


2. Accumulation needed for growth. 


3. Accumulation required by reasonable 
needs. 


4. Additional reserves needed for specific 
business purposes. 


[Continued on page 336] 
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[Continued from page 331] 
5. No purpose to avoid surtaxes. 
6. Investments related to business. 
7. Larger amount of cash needed. 
The principal unfavorable factors are: 
Accumulation for investment for stock- 
ler’s benefit. 


No business need for accumulation. 


\a 

rc 

2 

3. Very closely held corporation. 

4. Outstanding loans to stockholders. 

5. Unrelated investments. 

In a family partnership tabular analysis 
the factors may well include the following: 
service, business, capital requirements of 
business, service furnished by family part- 
ner, capital furnished by family partner, 
capital furnished by family partner but do- 
nated by taxpayer, capital furnished not 
donated by taxpayer, family partner shares 
in control, family partner’s right to withdraw 
income at will, family partner’s right to with- 
draw capital at will, actual withdrawal of 
partnership income by family partner, con- 
trol of withdrawn sums by family partner, 
application of withdrawn sums by family 
partner to liabilities of taxpayer, and other 
similar points. 

Having determined the factors, the next 
step is to determine how far back the table 
should extend. In fields such as those with 
which Section 102 is concerned, where in 
recent years, there have been changes in 
both the legal and economic backgrounds 
of the picture in great multitude, it is rarely 
necessary to go back more than ten or fifteen 
years. But in other problems a more ex- 
tended examination must be made. 

The cases within the established period 
are then divided into those favoring the tax- 
payer and those where the taxpayer was 
defeated. The tables are then set up. 

Tables, complete through January 31, 1946, 
appear on pages 332-335. 


Preparation of Summaries 


After the tables have been prepared in 
this way, summaries should be prepared as 
follows: 


Summary of Forty-one Decisions Not Im- 
posing Surtax for Improperly Accumu- 
lating Surplus 


These decisions range from February 7, 
1935, to August 22, 1945, and are approxi- 
mately all of the important ones in that 
period. In most cases, decisions by appel- 
late courts have been digested without 
examination of the reports in courts of 
original jurisdiction. 





The principal points raised in these deci- 
sions are: 

1. Accumulations required by reasonable 
needs of the business—twenty-five decisions; 

2. No purpose to avoid surtax—twenty- 
nine decisions; 

3. Additional reserves needed—twenty- 
four decisions; 

4. Accumulation needed for growth— 
thirteen decisions; 

5. Larger amount of cash needed—twelve 
decisions; 

6. No investments unrelated to business 
—sixteen decisions; 

7. Surplus invested largely in plant or 
other non-liquid assets—six decisions. 

Additional points raised in some of the 
cases are: 

1. Judgment of management should be 
considered; 

2. Loans to stockholders had been repaid 
with interest, and stockholder believed all 
profits had been distributed; 

3. Nine stockholders who were not al- 
ways in agreement; 

4. Ultra vires trading in securities is not 
evidence; 

5. Loans to corporation had been made 
by stockholder; 

6. Surplus must be based on market value 
of securities if cost is of no significance to 
corporation; 

7. Valid contract not to pay dividends; 

8. Good dividend record; 


9. Corporation in liquidation. 


Summary of Thirty-seven Decisions Impos- 
ing Surtax for Improperly Accumu- 
lating Surplus 


These decisions are all of the seemingly 
important ones from January 16, 1933, to 
November 16, 1944. None have been noted 
since that date. Those by appellate courts 
have, in most cases, been digested without 
referring to the details in the opinions by 
the courts of original jurisdiction. 

There are five principal reasons for im- 
posing this surtax, as follows: 

1. No business need for accumulation— 
used in thirty-three decisions; 

2. Very closely held corporation—used in 
thirty-two decisions, but probably found in 
every one; 

3. Investments unrelated to business— 
used in eighteen cases; 


4. Outstanding loans to stockholders— 
used in thirteen decisions; 
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5. Accumulation for investment for stock- 
holders’ benefit—used in four decisions. 


Other points raised in some of them are 
that depreciation in the market value of 
securities owned does not preclude a finding 
of unreasonable accumulation, and that ac- 
cumulations in prior years may be used in 
determining the reasonableness of current 
year accumulation. 


All recent decisions noted have been in 
favor of the taxpayer. 


The tables must, of course, be brought 
up to date at least monthly. It also is wise 
to rewrite them completely once a year be- 
cause the’ factors which head the columns 
may well change in significance and in make- 
up so that an item which was listed as 
“Miscellaneous” in 1945 may appear with 
sufficient frequency by the end of 1946 to 
necessitate a separate heading. 


The Role of the Economist 


The role of the economist in Section 102 
problems may well be discussed because it 
illustrates one very important and frequently 
overlooked aspect of tax practice, namely, 
the importance of a broad and catholic ap- 
proach. The absence of such an approach 
is undoubtedly the most frequent cause of 
ineffective tax work. An adequate tax job 
generally cannot be done by the accountant 
alone, by the attorney alone, or by a com- 
bination of the two without the assistance 
of an economist and/or a statistician. Un- 
less all of their efforts are brought together 
under a broad, imaginative leadership and 
all work together as a well-knit team, the 
best job of prophylactic and therapeutic tax 
practice simply cannot be done. 


This is particularly true with reference 
to the economist who far too frequently has 
been missing in the team line-up. With the 
increasing importance of factual, as opposed 
to legal, determinations of the Tax Court, 
because of the Dobson decision, the role of 
the economist will become increasingly 
significant. 


It thus follows that the tax practitioner 
should take the following steps, beginning 
at the commencement of the tax year: 


1. Prepare a table of decisions as de- 
scribed before. After this table has been 
studied and a further analysis of particular 
cases has been made, advice should be given 
on the points hereinafter enumerated. 


2. A check should be made to determine 


whether there are loans to stockholders. If 
so, either they should be collected or prepara- 
tion should be made to justify them as far 


Modern Techniques 


as possible in the light of the decisions where 
stockholders’ loans were involved. 


3. Purchases of stock from stockholders 
should be avoided, or appraised in the light 
of the decisions involving such purchases. 


4. Investments should be checked care- 
fully as to their relationship to the corporate 
purposes of the taxpayer. 


5. The accountant and the economist 
should be kept in constant touch with the 
picture so that a budget for the application 
of accumulated surplus may be made ready 
for the end of the year and that budgets 
prepared at the end of previous years may 
be adhered to, thereby establishing the ex- 
tent of the business necessity for the ac- 
cumulated surplus. 


6. The economist, the attorney, and the 
accountant, working together, should keep 
in close touch with developments in relation 
to the taxpayer, the industry of which the 
taxpayer is a part, and general economic 
trends; so that at the end of the tax year 
there may be prepared not only a budget 
for the application of accumulated surplus, 
but also a report and recommendation with 
reference to the current dividend and sur- 
plus accumulation policy of the corporation. 


The surplus budget and the economist’s 
report should be reviewed by the Board of 
Directors in connection with the determina- 
tion of dividend policy and generally should 
be incorporated in the corporate minutes. 
A typical tax economist’s report, dated De- 
cember, 1944, which was developed in this 
fashion, appears as follows: 


Tax Economic Study 


1. Q. “Is the declaration of a dividend 
advisable, or do you feel that the condition 
of business affairs in general, the brewing 
industry and this company in particular, re- 
quire the preservation of its entire working 
capital?” 


A. “In my opinion, and after an exten- 
sive and continuing investigation of the 
financial position of American industry cur- 
rently and in prospect for the immediate 
months of reconversion, it is imperative that 
the liquidity of all enterprise be kept as 
high as possible. My earlier studies, par- 
ticularly that published on the ‘Working 
Capital for Small Business’ with respect to 
the working capital position of small and 
medium size enterprises, have revealed a 
steady deterioration in their operating ratios. 
This has become so widespread that credit 
agencies in New York City and in other 
key industrial areas have adopted ‘conven- 
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tion values’ similar to those used by insur- 
ance and other financial institutions during 
the depression. At that time, securities held 
by these institutions were valued not at 
market price but at a higher, so-called ‘con- 
vention value.’ Similarly, credit reporting 
agencies no longer make their recommenda- 
tions primarily on the basis of current 
financial status but rather on their knowledge 
of the given company’s business history and 
reputation. Were they to determine credit 
ratings today solely on the basis of current 
ratios, the majority of firms, particularly 
those in which expansion has been most 
marked since the war began, would frankly 
be termed poor or unwarranted credit risks. 


“Most economists are in agreement that 
there will be a violent upheaval in private 
business in the months immediately follow- 
ing V-E Day, with the ensuing wholesale 
cancellation of war contracts. Competition 
will be especially severe among industries 
that are reconverting for the purpose of raw 
materials and for other essentials which 
must be secured before normal civilian oper- 
ations can be resumed. In addition, there 
will develop a high volume of unemploy- 
ment in the reconversion period as workers 
in munition and other war industries find 
their way back to employment in normal 
lines of civilian production. Economists are 
also in agreement that business activity will 
continue at high level once the dangerous 
period of reconversion has been passed, pro- 
vided restrictive government action is not 
taken during this troublesome readjustment. 


“Enterprises in a highly liquid state will 
have a decided advantage in the transition 
months through: (1) The advantage such 
liquid funds will give them in the market 
place in acquiring raw materials and other 
supplies in the first stages of reconversion; 
and (2) the ability to maintain their work- 
ing force intact; and (3) production for in- 
ventory can be continued, even though the 
immediate business scene may not be overly 
attractive because of heavily localized and 
temporary unemployment; and (4) high- 
liquidity firms will be better able to main- 
tain operations during the inevitable gap 
between cash outlay and cash receipts in 
the first six months’or year of post-war 
transition.” 


Comparison with Brewing Industry 


“cc 


there has been a steady deteriora- 
tion in . . . financial position as compared 
with trends in other firms in the brewing 
industry. For ten breweries of a size roughly 
comparable with . . . the ratio of current 
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assets to current liabilities has dropped 
severely since the war began. In 1939 cur- 
rent assets were fully three and one-half 
times current liabilities. By 1943 current 
assets were little more than twice current 
liabilities and preliminary figures for several 
of these companies reveal a further decrease 
in this ratio during the past year. 

“These figures take on added significance 
when they are contrasted with the modest 
growth of working capital of these ten 
breweries during this five-year period. Cur- 
rent liabilities rose by 254 per cent from 
1939 through 1943. Current assets, mean- 
while, were increased by 129 per cent. Work- 
ing capital, however, was increased by only 
76.5 per cent. 

“st in 1939 was in an advantageous 
position financially with respect to the ten- 
company sample. Its working capital ratio 
was 4.01 as compared with the group aver- 
age of 3.38. Commencing in 1941 it began 
to lose its super-marginal position. By 1943 
its working capital ratio had fallen below 
the group average (2.10 and 2.19, respec- 
tively). Its current liabilities had increased 
by $416,000, while its current assets had 
advanced by $579,000. Percentagewise, cur- 
rent liabilities had been expanded 268 per 
cent and current assets 93 per cent .. .’s 
deterioration is immediately evident when 
these percentages are compared with the 
ten-company figures. Its rate of growth in 
current liabilities outstripped that of the 
sample group, while its asset expansion fell 
significantly below the group rate. These 
counter-trends proved sufficient to move the 
company into a below-average position in 
1943. 

“The latest ratios, obtained from a consoli- 
dated balance sheet for August 31, 1944, 
reveal a further extension of current liabili- 
ties at a faster rate than current assets. 
Liabilities have been advanced by 78 per 
cent; assets by 42 per cent. The working 
capital ratio at the close of this period had 
decreased to 1.67 as compared with 2.10 at 
the close of 1943 and 4.01 in 1939. 

“The underlying cause of this continuing 
encroachment of current liabilities upon 
current assets is to be found in the growth 
of customers’ deposits and credit balances. 
At 1943 year-end these totaled jointly nearly 
$500,000. In contrast, as late as 1940, 
amounts due customers on these accounts, 
totaled only $75,000. The growth of these 
totals, virtually equivalent to demand de- 
posits payable upon request of customer, 
makes it imperative that the company’s asset 
position be kept highly liquid. Economic 
disturbances, such as those outlined at the 
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beginning of this commentary, will rapidly 
eventuate in a flood of requests for quick 
cash. In such an event the company will 
find itself rapidly draining down its cash 
account with an automatic increment in its 
inventory and fixed-asset position. These 
drains may very well reach their height 
when long-range policy would dictate an 
aggressive expansion and production program. 

“It is noteworthy that in 1943 investment 
in inventory and supplies had reached nearly 
$490,000, or about the same amount as the 
liability for customers’ balances. The eight- 
month statement for 1944 reveals that in- 
ventories had been maintained at this level 
which was twice that prevailing in 1942. 
Sudden demands for liquidation of customer 
balances, coupled with the slow convertibility 
of inventories into cash, would embarrass 
the company, if not completely remove all 
possibilities of energetic and aggressive ac- 
tion in reconversion.” 


Recommendation Regarding Declara- 
tion of Dividend 


“The above analysis for and for 
the brewing industry, coupled with my 
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Federal Bar Association, is as follows: 
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WASHINGTON TAX COURSE 


The remaining schedule of lectures on federal taxation, sponsored by the 


April 8: “Tax Litigation in Federal Courts,” by Mr. Samuel O. Clark, Jr. (a member 
of the firm of Hewes and Awalt, Washington, D. C.). 


April 15: “Estate and Gift Taxes,’ by Mr. Randolph E. Paul (formerly General 
Counsel of the Treasury Department). 


April 22: “Renegotiation of Contracts,” by Major Rex Dibble (War Department) 
and Mr. Herman T. Reiling (Chief Counsel’s Office, Bureau of Internal 


April 29: “Review of Current Leading Cases’”—lecturer to be announced. 

May 6: “Practical Aspects of Federal Taxation, Part I,” by Mr. Merle H. Miller 
(a member of the firm of Ross, McCord, Ice and Miller of Indianapolis, Indiana). 

May 13: “Practical Aspects of Federal Taxation, Part II,” by Mr. Leo J. Schwartz 
(a member of the firm of Schultz and Schwartz of Chicago, III.). 

May 20: “Procedural Aspects,” by Mr. Leo A. Diamond (a member of the firm 
of LeBoeuf and Lamb of New York, N. Y.). 


The lectures are held at 7:30 p. m. on the dates given above in the auditorium 
of the South Agriculture Building, Washington, D. C. There is no admission charge. 





earlier studies for other major industrial 
segments, lead me to recommend, as strongly 
as possible, that a declaration of dividend be 
postponed. Such action should be deferred 
at least until after . . . has met and over- 
come the uncertainties of transition to a 
peacetime economy.” 


Since revenue agents must make special 
reports in each case with regard to the ap- 
plication of Section 102, it is well to have 
available for the agent extra copies of the 
surplus accumulation budget and economist’s 
report so that the revenue agent may have 
them in handy form to be attached to his 
report to justify the non-application of the 
penalty in Section 102. 


The foregoing review should not be treated 
as exhaustive or exclusive. Many addi- 
tional important and very worthwhile novel 
techniques are in current development in 
tax law. It is hoped, however, that these 
will illustrate the importance of a broad 
and imaginative approach to this vital prob- 
lem in the economy of a free people who 
are attemping to combine individual initia- 
tive with the necessities of a semi-collectivist 
government. [The End] 






































































































































































EXCESS PROFITS 


A selection by a certified public accountant 


of a very few of the problems that make— 


By J. K. Lasser 
New York 


TAX CONTROVERSIES 


I poe EXCESS PROFITS TAX has been 
repealed. In accomplishing that, official 
Washington called it an unsavory weapon 
to have about in a conversion period. 


And so a highly complex quagmire is 
roped off from the public area of contro- 
versy. Now the unsavory weapon is ex- 
hibited exclusively to the curious breed who 
call taxation their daily chore. From here 
on, the curious breed enters what we all 
assume will be a decade of interpretation— 
in more common language, a decade of con- 
flict necessary to secure the highly theoreti- 
cal, finely spun rules that will eventually 
emerge to guide us. 


It has been said repeatedly that every 
line of the excess profits tax Treasury regu- 
lations and the 722 bulletins is disputed by 
someone. That is not amazing in view of 
the muddle within the code or in view of the 
impracticability of making pleasant, under- 
standable, satisfying Sunday reading of much 
of the regulations or the bulletin. 


The number of controversies is not im- 
portant. Time and the Tax Court will 
eventually “unkink” our involvements. 
What is important is that we know how to 
protect ourselves during the period of ven- 
tilation of the conflict. Unfortunately, the 
code does contain a fixed statute of limita- 
tions. And the decisions are still inflexible 
in telling us what we can put into our claims. 


One of the real nightmares of public prac- 
tice in taxation is the fear that a statute 
will tell when we have failed to file a per- 
fectly obvious claim. In the same class of 
fears is the dread that our omissions will 
find their way into the hands of our clients 
or our friends. That is not conducive to 
peaceful existence. 


Admitting the enormous area of conflict 
—both good and bad—what can we do to 
protect ourselves? Most important, I think, 
is the open exchange of ideas. For example, 
I just learned that a tough question had been 
settled in a Rule 50 Tax Court proceeding. 
We shall never hear about it in a printed 
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This article is based on material pre- 
sented at the 1945 meeting of the 
New York University Institute on 
Federal Taxation. Advocating “an 
open exchange of ideas,” the author, 
head of J. K. Lasser and Company of 
New York, presents some of his ex- 
periences with what he terms “a 
highly complex quagmire.” 


record. This concerned the effort of the 
Bureau to reduce earnings and profits in 1942 
for taxes of 1939, contested and settled in 
1943. Many of us have already urged that 
this Bureau rule is improper. I would never 
have known of the Tax Court’s attitude un- 
less I had talked with one of my friends 
about one of his cases before the court. 


Certainly the record in Tax Court hand- 
ling of excess profits tax cases in the last 
couple of years indicates that the Bureau is 
not always right in its pleadings. My guess 
is that they are about fifty per cent correct 
on the really vexing points and that their 
serious thinking is also about half right. 
Some of the Tax Court decisions have been 
startling to some; for example, the Moore 
case on the net loss carry-over; the Uni-Term 
on the continued use of the original Section 
26 (e) credit despite the allowance of Sec- 
tion 722; and, the Boyd-Richardson on the 
exclusion of recoveries of bad debts by tax- 
payers on the reserve method. But I don’t 
think such decisions were unexpected. I 
know I have been urging them in my annual 
corporation book for at least four years. 


What bothers all of us, I’m sure, is the 
building of the mechanics to determine the 
conflicts—just the building of a list that we 
can examine to guide us. I try such check 
listing regularly, but I’m startled every once 
in a while (daily lately) to find an item we 
have completely overlooked. For example, 
I was amazed to find last week that some 
offices are computing a Section 721 (a) (2) 
(c) claim without deducting the costs pro- 
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vided in Section 721 (a) (6), when the de- 
velopment was completed before the taxable 
year. That practice is extremely novel and 
very useful to know of now, even if it is 
not yet approved by the Tax Court. I 
don’t think the information will do me a bit 
of good in 1950—assuming it takes that long 
to get some of our conflicts ironed out and 
into the public gaze. 


Here follows a list of a very few of these 
conflicts. Some of them are my own. A 
lot of them come from listening to my con- 
temporaries and reading their material. 


Section 26 (e) 


First thé excess profits tax is computed; 
then the amount of income not subject to 
excess profits tax must be determined to 
compute the normal tax and surtax. Under 
this section a credit against the normal tax 
is allowed which is equal to the company’s 
adjusted excess profits net income, as de- 
fined in Section 710 (b). 


The process changes when a company 
claims abnormal income in the current year 
pursuant to Section 721; or makes exclu- 
sions from excess profits tax income because 
of the special sections relating to the mer- 
chant marine under Section 726 or to miners 
of strategic materials under Section 731; or 
when it computes the excess profits tax un- 
der Section 736 (b). The credit against the 
normal tax in these cases is 100/95 x the 
excess profits tax actually paid for the year. 


What happens when there are claims un- 
der the rule that a company may reconstruct 
base period income to get a new credit un- 
der Section 722 or compute income under 
the accrual method rather than the install- 
ment sales process under Section 736 (a)? 
Does the law permit the income tax to be 
computed in the manner that would have 
been used had there been no such claims? 
The Treasury has said that the usual rule 
follows—in all of these cases the credit 
against the normal tax income is 100/95 of 
the actual excess profits tax. But some tax 
practitioners argue that the law gives the 
taxpayer 100/95 of the tax that would have 
been paid had neither of these two claims been 
presented. That results in a larger credit 
for normal and surtax and, consequently, in 
lower income taxes. This theory is borne 
out by the Tax Court decision in the case 
of Uni-Term Stevedoring Company, Inc., 3 
TC 917 (1944) [CCH Dec. 13,947]. The 
court made this observation: “Our atten- 
tion has not been called to any provision of 
the law which expressly states that the 
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granting of relief under Section 722 shall 
have any effect upon the income tax credit 
for adjusted excess profits net income...” 


What is the credit against the normal tax 
income in the case of a short year? Under 
Section 711 (a) (3) the excess profits tax is 
determined by annualizing the income to se- 
cure the amount to be taxed. Some authori- 
ties claim that the law permits this annual- 
ized income to become the amount by which 
the normal tax net income is reduced. The 
law probably is ambiguous, but the Treas- 
ury unquestionably holds that the previous 
rules (broadly, 100/95 of the actual excess 
profits tax) govern the deduction. 


Section 122 


In the case of Moore, Inc., 4 TC 404 (1945), 
aff'd CCA-5, 1945 [CCH Dec. 14,251], the 
facts were these: 


The company had a gross income of 
$55,000 for 1941. Included in this amount 
was a short-term capital gain of $2,000. It 
had allowable deductions of $70,000 for 1941, 
including a long-term capital loss of $15,000. 


In computing its tax for 1942, the com- 
pany excluded $13,000 of its long-term capi- 
tal loss and took $2,000 as a net operating 
loss carry-over to 1942. The Treasury con- 
tended that there was no carry-over from 
1941, on the ground that the entire long- 
term loss of $15,000 had to be excluded from 
1941 income in computing the carry-over. 


The Tax Court sustained the company 
and allowed the $2,000 as a net operating 
loss deduction for 1942. 


In determining the amount of the net 
operating loss the court held (despite Treas- 
ury protest) that the computation was made 
according to the law in effect for the year 
to which the loss was being carried rather 
than the year in which it was sustained. 


There is also some confusion as to the 
adjustment to be made for excess profits 
taxes “paid or accrued within the taxable 
year.” This adjustment increases the net 
operating loss carry-over. Some say that 
the adjustment is ordinarily available only 
to cash basis taxpayers, since no excess 
profits taxes would accrue in the year of the 
net operating loss except in very rare cases. 
But others argue strenuously that this would 
be an undue discrimination against accrual 
basis taxpayers, and that the words “paid 
or accrued” permit accrual basis companies 
to make the adjustment for taxes accrued 
during the prior year but paid during the 
year of the net operating loss. This could 
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produce very odd results in some cases, and 
the question will have to await further clari- 
fication. 


Section 710 (a) (1) (B) 


Some authorities raise the question as to 
whether the eighty per cent limitation also 
covers taxes arising from inconsistencies un- 
der Section 734. Thus, if the increase in tax 
for inconsistencies brings it over the eighty 
per cent limitation, may a company use the 
latter? Then may it still avail itself of the 
change (due to correction of inconsistencies) 
in subsequent years? 


Under our computations, surtax net in- 
come may be zero and thus excess profits 
will be zero, even though there might be 
a very sizeable excess profits tax were the 
ordinary processes used. A company might 
have a high excess profits income and a 
zero surtax net income—because of, for 
example, an adjustment in the interest de- 
duction; but the eighty per cent limitation 
cancels the entire excess profits tax. 


One of our problems deals with transfers 
of abnormal income out of the current year 
to prior years under Section 721. If the 
prior year’s tax is confined to an eighty per 
cent tax on surtax net income, does the com- 
pany pay no tax for the year to which in- 
come is transferred and yet eliminate the 
income from the year of the abnormal in- 
come? Treasury regulations provide that 
the surtax net income of the earlier year is 
to include any transferred income. Thus 
it is always subject to the eighty per cent 
tax. 


Invested capital companies coming within 
the eighty per cent limitation are at a disad- 
vantage if they have received dividends from 


foreign corporations. Normally, they are 
entitled to a credit against their excess 
profits tax for taxes paid to the foreign 
country. But the credit is limited to the 
ratio of excess profits income from foreign 
sources to total excess profits income. Since 
invested capital companies exclude their 
foreign dividends in computing excess 
profits income, their foreign tax credit may 
be reduced'to zero. On the other hand, the 
eighty per cent limitation is computed on 
the income subject to surtax, which includes 
the foreign dividends. Some contend that 
this inequity was not intended by Congress 
and that a foreign tax credit should be al- 
lowed in these cases. But the Treasury has 
ruled to the contrary in special rulings dated 
October 21, 1944, and April 5, 1945. 
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Section 710 (c) 


There may be some question as to the 
treatment of unused credits in the case of 
personal holding companies. They are ex- 
empt from excess profits tax pursuant to 
Section 727 (e). But because of fluctuations 
in income and stockholdings, a corporation 
may be a personal holding company in one 
year but not in another. For the year in 
which it is not a personal holding company, 
it will be subject to excess profits tax. Do 
the non-taxed years create unused credits 
that can be carried over to the taxed years? 
Although there seems to be nothing in the 
law specifically covering this point, authorities 
believe that no credits arise in the non- 
taxed years. Similarly, the law rather clear- 
ly does not require reduction of the unused 
credits of the taxed years by the income 
of the non-taxed years. On the other hand, 
the law seems to require that the non-taxed 
years be counted in determining the years 
to which the unused credits may be carried. 
For example, if your company was a per- 
sonal holding company in all years except 
1943, an unused credit for 1945 cannot be 
carried back to 1942. 


The rules for computing the carry-over 
from short years are disputed by some tax 
practitioners. They insist that the law gives 
a carry-forward or carry-back based on the 
difference between the credit and the in- 
come for the short period. The difference, 
divided by the proportionate number of 
months in the short year, should be the 
carry-over credit. The Treasury regula- 
tions do not agree with this. They provide 
that the income for the short year must first 
be annualized and the difference reduced on 
the basis of the ratio of actual days in the 
short year. It is intimated that the problem 
may lead to some litigation. 


Section 711 (a) (1) (B) and (a) (2) (D) 


The regulation interprets the law to mean 
that both long-term gains and losses are 
excluded and that short-term losses are 
allowed only to the extent of remaining 
short-term gains. 


Accordingly, the tax return provides that 
the company add net short-term gains to the 
normal tax net income. Then it deducts 
the net capital gains—the excess of all gains 
over all losses. 


The validity of this regulation is disputed 
by some tax practitioners. They reason 
that the law requires the corporation merely 
to exclude any long-term capital gains or 
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losses from the previously computed normal 
tax net income. 


Section 711 (a) (1) (C) and (a) (2) (E) 


What is “retirement or discharge”? The 
use of the disjunctive permits broad inter- 
pretations. The Supreme Court held in 
the case of McClain v. Commissioner, 311 U. 
S. 527 (1941) [41-1 ustc 7 9168], that the 
word “retirement” meant something more 
than call and redemption pursuant to the 
terms of the obligation. Apparently mere 
acquisition of debt for cancellation or for 
holding in the corporate treasury will suf- 
fice to secure the elimination of the income. 


The law apparently covers any obligation 
that has the general characteristics of an 
“investment security” and every obligation 
that may be included in “borrowed invested 
capital” under Section 719. A trade ac- 
ceptance is borrowed capital, even if created 
in normal course of buying merchandise. 
The same trade acceptance is covered by 
this section. Income resulting from the can- 
cellation of “borrowed capital” may be an 
excludible item. If a company owed any 
creditor $10,000 on a note or mortgage and 
it accepted $5,000 in full payment, the debt 
having existed over six months, then the 
$5,000 cancellation might not be subject to 
the tax. 


This section also includes the term “other 
evidence of indebtedness.” The interpreta- 
tion of this term by the Treasury is merely 
that it does not include open account book 
entries. The courts have also failed to give 
a satisfactory interpretation of its meaning 
when used in comparable sections of the 
law. (See Frank J. Cobbs, 39 BTA 642, 1939 
[CCH Dec. 10,628]; Mary D. Gerard, 40 
BTA 64, 1939 [CCH Dec. 10,746], aff’d 
120 Fed. (2d) 235, CCA-2, 1941 [41-2 ustc 
79501].) Yet it must be given a special 
meaning of its own, as Congress intention- 
ally omitted it from the definition of bor- 
rowed capital in Section 719. Thus many 
obligations other than those prescribed in 
“borrowed capital” must be included in this 
section. 


Section 711 (a) (1) (E) and (a) (2) (H) 


Prior to 1944, the regulations erroneously 
stated that this section did not apply if the 
company used the reserve method of deduct- 
ing bad debts. In 1944 the regulations were 
amended to conform to the decision in the 
case of J. F. Johnson Lumber Co., 3 TC 1160 
(1944) [CCH Dec. 14,053]. They now per- 
mit the exclusion when the recoveries are 
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consistently included in gross income and 
not credited to the reserve. A more recent 
decision in the case of Boyd-Richardson Co., 
5 TC No. 83 (1945) [CCH Dec. 14,734], 
went all the way and permitted the exclu- 
sion even when the recovery was simply 
credited to the reserve. But the Treasury 
has not yet indicated its reaction to that de- 
cision. 

Some tax counsels also argue that re- 
coveries of charge-offs made by predecessor 
companies, being included in gross income, 
should be excluded from excess profits net 
income. Others contend that these are net 
“recoveries of bad debts.” 


Section 711 (a) (1) (J) and (a) (2) (L) 


The regulations state that if the excess 
profits credit was computed under the in- 
vested capital method in a loss year and the 
loss is carried forward or backward, the tax- 
payer must reduce it by fifty per cent of the 
interest on borrowed capital. 


Some practitioners suggest that when any 
year (the year of the loss or any other of 
the four possible years) has no profits tax, 
the company has an option to use whichever 
method it now elects to produce the greatest 
carry-over. Note, of course, that the amend- 
ing, at this time, of the method of computing 
income may seriously affect the unused ex- 
cess profits credits carry-over. 


Net operating losses are not allowed as 
deductions to successor corporations. A 
company loses all such deductions when it 
participates in any reincorporation, liquida- 
tion, merger or consolidation. Some hope has 
been expressed (despite the Supreme Court 
decision in the case of New Colonial Ice Co., 
Inc. v. Helvering, 292 U. S. 435 (1934) [4 
ustc § 1292], that net losses cannot benefit 
successors) that 1942 changes in the law 


might give a basis for the allowance after 
1942. 


Section 711 (a) (1) and (a) (2) 


The regulations state that the statutory 
limitations for contributions and depletion, 
once computed upon the basis of the normal 
tax income, are subject to further change 
for the adjustments under this section, in 
order to determine the amount of income 
subject to the excess profits tax. Form 1121, 
accordingly, makes provision for decreases 
and increases in deductions limited by in- 
come. 


Some tax practitioners argue that there is 
no basis in the law for the further adjust- 
ment required by the regulations. 


Yet, if 
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the adjustment results in an increase in the 
deductions, you should take it. If otherwise 
you may contend that the regulation goes 
beyond the law. 


Section 711 (a) (2) (A) 


The regulations state that the excess 
profits tax for the purpose of computing the 
postwar credit, means the excess profits tax 
before the foreign tax credit. If a company 
uses the invested capital method, the credit 
will be zero, since the foreign dividends are 
not included in excess profits net income. 
But if the income method is used, it will have 
a credit, as the foreign dividends are includ- 
ed in excess profits net income. A serious 
question is raised where the excess profits 
tax before the foreign tax credit is lower 
under the invested capital method, but re- 
sults in a higher net tax after the credit 
than if the income method were used. It is 
argued by some that this result was not in- 
tended by Congress and that the imposition 
of a credit which produces a higher “net” 
tax should be protested. 


Section 711 (a) (3) 


Some suggest that there may be a reduced 
normal tax in cases of short years under a 
technical reading of the law. The regula- 
tions hold otherwise. 


There is uncertainty as to treatment of 
carry-over credits after short years. A 
carry-over or carry-back to a short period 
of an unused excess profits credit from a full 
year of twelve months will apply against 
“annualized” income. Part of this unused 
credit may be lost. Consider this before a 
short year is created. 


Short periods may carry a severe penalty 
in the reduction of credits for a dissolving 
company. If the income credit is used, 
there is a Treasury theory that it must be 
reduced by distributions “not out of the 
earnings and profits accumulated.” 


The Tax Court rejected this theory in the 
case of Kamin Chevrolet Co., 3 TC 1076 
(1944) [CCH Dec. 14,023]. But if the 
Treasury ever sustained its plea for a capital 
reduction with a complete liquidation, the 
same rule might apply to companies using 
the invested capital credit. They would 
also be required then to reduce invested 
capital by distributions not out of earnings 
and profits. 


Section 711 (b) (1) 


The regulations require recomputation of 
the contribution and depletion allowance 
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when the income is adjusted in the current 
year. That is not provided in the regula- 
tions or the tax returns for the base period. 
In some instances, the increase of base period 
income by all the preceding items would 
afford a larger deduction. That might be 
advantageous if it were permitted in the first 
two years of companies using the growth 
formula. Some tax men argue that the regu- 
lations are inconsistent in not permitting or 
requiring the adjustment in both the current 
and base period years. 


Section 711 (b) (1) (B) 


It should be noted that the tax return and 
the regulations provide for the computation 
of the capital gains and losses in the base 
years in a manner directly comparable to 
that in the current year. Tax practitioners 
raise the same objections to this calculation 
as they make to the current year computa- 
tion under Section 711(a)(1)(B). 


Section 711 (b) (1) (J) 


The Tax Court noted in the case of Green 
Bay Lumber Co., 3 TC 824 (1944) [CCH 
Dec. 13,917], that there is nothing in the law 
or regulations requiring that a company’s 
classification be consistent with that made 
under “deductions from gross income” when 
its base year returns were filed. It also held 
that Congress did not intend to limit the 
classification of deductions to the “statutory 
deduction categories.” 


Some practitioners argue that an abnormal 
deduction under this section need not be a 
“deduction” allowed under the income tax 
law. They suggest that an abnormal deduc- 
tion may also be a decrease from gross in- 
come or gross sales, for example, returned 
sales, sales allowances, etc. 


Section 711 (b) (1) (H)-(J) 


In the case of R. C. Harvey Co., 5 TC 
431 (1945) [CCH Dec. 14,663], the Tax 
Court gave no direct ruling on the state- 
ment in the regulations that a deduction can- 
not be abnormal if there was a similar 
deduction during the test years. Yet it im- 
plied that when the deduction was a devia- 
tion from the normal conduct of a taxpayer’s 
business, it may be “abnormal” even though 
there were similar deductions during the 
test years. 


In contrast to those deductions which are 
abnormal because of amount, the law pro- 
vides that there may be deductions which 
are “abnormal” for the taxpayer. The regu- 
lations attempt to remove any distinction 
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between the two groups of deductions. It 
is argued by many practitioners that Con- 
gress must have intended to give “abnormal” 
deductions a distinct character of their own. 
They are “abnormal” because of their in- 
herent nature or extraordinary amount. As 
stated in the above case, they “deviate from 
the normal conduct” of business. The fact 
that $1.00 of the same costs existed in the 
four prior years does not make the deduc- 
tion less “abnormal.” The 125 per cent rule 
should be invoked only when the deduction 
is lacking in unusual qualities or when prior 
deductions of the same class are very sub- 
stantial. The decision in the above case 
lends some support to this view. 


Assume that a cost continues through two 
or more years. For example, a legal fee 
might accrue throughout each year during 
the four years 1936—39 in connection with 
extensive controversies through government 
agencies and the courts to find what wage 
costs should be. Would the deduction of 
1939 have been “previously encountered” so 
as to bar a claim for 1939 unless costs ex- 
ceded 125 per cent of those in prior years? 
Some tax practitioners argue that if it is 
abnormal, a continuing cost of this char- 
acter does not require a comparison with 
prior years. The argument is based upon 
the point that cost had not been “previously 
encountered” in its entirety. Therefore the 
entire amount is to be excluded. The same 
might be true of unusual expenses in a pro- 
longed strike; or in lengthy development 
work that proved unprofitable, etc., extend- 
ing over a period of more than one year. 


In determining the average amount, if 
any of the four previous years was a short 
year, there is no provision in the regulations 
for annualizing the deduction of the same 
class for that year. (The regulations re- 
quire annualization of the deduction in a 
short current year for purposes of limitation 
under Section 711(b)(1)(K)-(iii).) It is 
argued that the law contemplated an an- 
nualization of these short years. Otherwise, 
the average amount would be_ unfairly 
diminished. 


As suggested in the cases of Jron Fireman 
Mfg. Co., 5 TC 452 (1945) [CCH Dec. 
14,679], a company might take advantage 
of a possible subdivision of the class of de- 


ductions and prove that at least some part 
was abnormal. 


Section 711 (b) (1) CK) (ii) 


The law provides that a taxpayer shall 
not consider as abnormal any items that are 
“not a consequence of an increase in the 
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gross income—or a decrease in some other 
deduction—and not a consequence of a change 
at any time in the type, manner of opera- 
tion, size, or condition of the business.” This 
peculiar wording, says the Tax Court in the 
case of R. C. Harvey Co., 5 TC 431 (1945) 
[CCH Dec. 14,663], means that if the ex- 
pense comes first and the increase or change 
comes later, the item is not barred. For ex- 
ample, an increase in bad debts may be a 
consequence of an increased volume of busi- 
ness. But an extensive promotion to secure 
new business may not be. That generally 
precedes the procurement of the business. 
Webster defines “consequence” as “that 
which follows something on which it de- 
pends; a result.” 


Now it appears certain under the preced- 
ing Tax Court decision that if the abnormal 
deduction precedes one of the factors named, 
it cannot be a consequence of an increase 
in gross income, etc. That is so, even though 
some relationship exists between the abnor- 
mal deduction and one of these factors. Yet 
it should be noted that an abnormal deduc- 
tion is not necessarily a consequence of one 
of these factors merely because the deduc- 
tion follows it. 


The degree of consequence is not ex- 
pressed in the law. The Treasury appears 
to interpret it as including any increase in 
gross income, decrease in some other deduc- 
tion, or change in the type, etc., of the busi- 
ness. Some tax counsels argue that incon- 
sequential or negligible increases, decreases, 
or changes should not be considered. (Cf. 
North Carolina Equipment Co., TC Memo. 
1945 [CCH Dec. 14,603(M)].) 

It should be noted that the two factors, 
increase in gross income and decrease in 
some other deduction, must occur “in the 
base period,”. while a change in the type, 
manner of operation, size, or condition of 
the business may occur “at any time.” Based 
on the principle expressed in the case at 
R. C. Harvey Co., supra, “at any time” refers 
only to base period years and years prior 
to the base period. 


Section 711 (b) (1) (K) (iii) 


Some practitioners argue that the limita- 
tion based on the current year’s deduction 
of the same class was intended to apply only 
to the class of deductions which was normal 
but exceeded the standard of 125 per cent 
fixed by the statute. They contend that the 
125 per cent measure was adopted arbi- 
trarily by Congress and only the amount in 
excess was intended as the abnormal amount 
to be disallowed. If the class of deduction 
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was “abnormal” for the company, then the 
mere fact that there may also have been an 
abnormal deduction of the same class in the 
current year did not make it less “abnor- 
mzl.” The provisions referring to the con- 
ditions to be proved under Section 711 (b) 
(1) (K) (ii) state that the company must 
prove that “the abnormality or excess is not 
a consequence of ... .” In this section 
the language employed refers to “the amount 
of deductions” which “exceed the amount.” 


When the current year is a short period 
the regulations require, in computing the 
limitation of the amount of abnormal deduc- 
tions in the base years, that the current 
year’s deduction be annualized. If the ordi- 
nary method is used to determine the income 
for the short year, the current deduction is 
similarly placed on an annual basis. If the 
optional method is used, the actual amount 
of the deductions for the twelve-month pe- 
riod is adopted. There is no provision in 
the law which requires the deductions of the 
same class in a short current year to be an- 
nualized. If this results in limiting an ab- 
normal deduction, some practitioners urge 
that the regulations should be protested as 
being unauthorized. 


As the regulations require the deduction 
to be annualized in a short current year but 
not in a short base year, it is argued that an 
inequitable situation is created. To be con- 
sistent the regulations should also provide 


for the annualization of deductions in short 
base years. 


Section 718 (a) (4) 


Despite the Treasury rule, some authori- 
ties suggest that the reserve or accrual for 
taxes should be included in invested capital 
and the taxes prorated over the year of pay- 
ment—just as is true with dividends paid. 

When, as a result of an audit by the 
Treasury, or the acceptance of an amended 
return, or for any other reason, the amount 
of any tax for a preceding year is changed, 
an adjustment must be made in the invested 
capital for the year. The theory is that the 
additional tax was due and payable in the 
prior year. If in 1944 an additional tax is 
assessed for 1941, then a full adjustment 
must be made in calculating 1945 capital. A 
reduction of tax or refund would naturally 
increase the capital. 

Some also argue that earnings are not re- 
duced for federal income and excess profits 
taxes when the liability is contested. This 
argument is based on Supreme ‘Court deci- 
sions holding that the taxes do not accrue 
until the liability for the tax is fixed both 
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in fact and amount. This is disputed by 
some who argue that the change of position 
is not to be reflected until the added tax is 
assessed. On the other side is an argument 
that the expense accrued when the liability 
was fixed, and that any assessment for a 
deficiency is merely a correction of a prior 
error effective with the creation of the debt. 


The regulations may be harsh when the 
dividends are earned before there is a pay- 
ment in excess of earnings. Suppose earn- 
ings during the year available for dividends 
are $150,000, all of which was earned prior 
to August 1, but a corporation pays out 
$160,000 in quarterly dividends on April 1, 
June 1, August 1, and October 1. An excess 
of $10,000 has been distributed. It is rea- 
sonable to say that the first $150,000 in divi- 
dends was paid when earnings were sufficient 
to cover. Then, fairly, there should be a 
reduction of invested capital only from the 
date of the excess payment. Instead, the 
regulations require that one-sixteenth of each 
dividend be deemed to have come from accu- 
mulated earnings and it is therefore taken 
out of invested capital. Instead of reducing 
invested capital from the date of the excess 
payment, it is reduced by a part of each 
dividend. Some say the rule will probably 
be tested in the courts. 


The distribution of a dividend in kind is 
taxable to the receiving stockholder at the 
fair market value of the property provided 
—as in the case of ordinary cash distribu- 
tions—that the available earnings of the dis- 
tributing company at the time of distribution 
equal the value of the property. If they do 
not, the stockholder is taxed only to the 
extent of the available earnings. It is also 
clear that—despite strenuous efforts on the 
part of the Treasury—the distribution does 
not create taxable income to the distributing 
company even though the property is worth 
more at the time of distribution than it cost. 
But having failed to tax that appreciation in 
value, the Treasury is now contending that 
the appreciation is nevertheless an increase 
in the distributing company’s earnings, and 
thus raises the amount of earnings avail- 
able for distribution to stockholders. The 
result of this latest effort is still in doubt. 


Can a taxpayer still correct the deprecia- 
tion even if there was a deduction and if 
errors are now ascertained? Some authori- 
ties hold that the court’s bar to correction 
affects only the determination of basis of 
the asset and does not prevent correction 
of earnings and profits. 


Question has also been raised as to the 
proper charge to earnings and profits in 
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view of the present rules that facilities ac- 
quired or constructed for the war effort may 
be charged off in five or less years. That 
allowance includes amortization of land— 
not usually allowed as a deduction. Au- 
thorities urge (despite Treasury rulings to the 
contrary) that the proper entry for earnings 
and profits is the depreciation actually sus- 
tained. Upon that premise all earnings and 
profits might be corrected to eliminate charges 
for amortization of land and to reflect true 
depreciation of other assets despite the de- 
duction made in tax returns after 1939. 


Section 718 (a) (6) 


There is usually no new capital allowance 
for formation of companies or increase in 
capital of old companies when the company 
making the transfer owns fifty per cent of the 
voting stock of the company receiving the capi- 
tal. The same rule applies when the 
capital contribution is made within a con- 
trolled group. There is a question as to 
whether there can be a controlled group 
when there are only two companies. Some 
say the wording of the law requires at least 
a parent and two subsidiaries. 

Recapitalizations increasing equity capi- 
tal and diminishing borrowed capital do not 
secure the bonus. Moreover, it is said there 
may be an exclusion of the amount previ- 
ously considered to be a bonus for new capi- 
tal. That might come about when the capital 
giving rise to the bonus is no longer included 
in equity capital (e. g., when stock has been 
converted into bonds). 


Section 719 


Some argue that borrowed capital might 
include the following, apparently not ap- 
proved by the regulations: 

Obligations, evidenced by written instru- 
ments, which contain all the essential elements 
of a note, bond or other instrument neces- 
sary, under the law, to give rise to borrowed 
capital, but which are not executed in the 
form of a note, bond, etc. Such obligations 
might include: written contracts under 
which the company is obligated to pay a 
definite sum of money at a specified time, 
and under which nothing remains to be done 
by the payee to make the obligation binding; 
post-dated checks; obligations due banks as 
a result of withdrawals in excess of the 
deposit, under written agreement with the 
bank; borrowing to purchase tax exempts 
or war bonds; the company’s own obliga- 
tions reacquired by itself and held for in- 
vestment or resale; “secondary” obligations 
(e. g., guaranties, notes receivable discounted, 


Excess Profits Tax Controversies 


etc.) which are payable only on default of 
the primary obligor. The law merely re- 
fers to “indebtedness of the taxpayer,” and 
does not expressly require that the indebt- 
edness be a primary obligation. (Note, how- 
ever, that old decisions hold the discounting 
of a customer’s note to be a sale and not a 
borrowing.) 


Section 721 


The Treasury insists upon proof that in- 
come is attributable to other years before 
relief is secured. Many students urge that 
relief is automatic if there is abnormal in- 
come in excess of 125 per cent of the same 
class for the test period. 


The Treasury requires proof that abnor- 
mal income is attributable to other years 
and also that it is not the result of increased 
business, change in operations, selling prices, 
costs or an investment. This is disputed. 
It is urged that, when Congress desired all 
these qualifications in the case of abnormal 
deductions [see Section 711(b)(1)(k) (ii) 
and (k)(iii)], the law specifically included 
them. There is no such specific direction 
in this section. Some reason that this part 
of the law was designed to insure the elimi- 
nation from excess profits tax income of 
items which, like capital gains, arrive by 
accident. They urge that Congress pur- 
posely designed this part of the law in gen- 
eral terms in order to avoid a complete listing 
of all other types of windfalls that were to 
be saved from the excess profits tax. It is 
to be noted, of course, that a part of the 
Treasury rule (barring allocation to other 
years when the income results solely from 
an investment in assets) has thus far been 
approved by the Tax Court in the Premier 
Products Co., 2 TC 445 (1943) [CCH Dec. 
13,374]; E. T. Slider, Inc., 5 TC 263 (1945) 
[CCH Dec. 14,613]; and James F. Waters, 
Inc., TC Memo. (1945). 


It is argued that Section 721(a)(2)(c), 
dealing with income from research, develop- 
ment, discovery, prospecting and exploration 
covers income from all types of property, 
and not only tangible property, patents, 
technical formulae or processes. The Treas- 
ury seems to deny this. If the Treasury is 
correct, there would be an unusual loophole 
in the elimination of such income (if abnor- 
mal) under the omnibus provision, and in 
the duplication of relief under Section 722 
(b) (4). Moreover, the logical interpreta- 
tion of the section, based upon the history 
of the act in Congress, would seem to favor 
inclusion of income from designs,. business 
methods, unpatentable ideas, trademarks, 
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etc., within the type of income covered by 
the law. 


In the same section, it is also argued that 
there*is no statutory warrant for denying 
relief because the research, etc., was carried 
on by a predecessor. 


More important, it is argued that the Con- 
gress intended allocation of abnormal in- 
come of this class (research, developments, 
etc.) to be ratably made over the period of 
research, etc. The Treasury states that, 
in general, the allocation should be based 
on amount of expenditures made in each year. 


Disputed, too, is the position of the regu- 
lations that in this part of the law, operating 
income is to be divided into two parts— 
one, potential royalties, and the other a bal- 
ance earned. Then, according to the regu- 
lations, only the former is to be termed 
abnormal income. It is argued that the 
statute nowhere gives this power to the 
Treasury. On the contrary, it is believed 
that Congress intended to eliminate any 
ordinary income from market developments 
following extensive pre-war research. The 
Treasury apparently confines the allowances 
to income from disposal of the property and 
to income comparable to royalties. It is 
suggested that our courts will also approve 
current year profits which would have been 
received had the development been licensed 
to others instead of being used for producing 
sales by its owner, and excess over ordinary 
manufacturing profit which is actually due 
to the development, upon proof of normal 
profits. 


When will income “abnormal for the tax- 
payer” occur? The Treasury contends it 
occurs only when the company has no gross 
income of the same class during the test 
years. Some say it can be asserted in cases 
like these: when there is a realization in the 
year of income earned over a long period of 
years which would arise from exploration, 
research, discovery, etc. under Section 721 
(a)(2)(c) and from peculiar methods of ac- 
counting, for example, those based on long- 
term contracts under Section 736; when there 
are taxed profits on the sale of depreciable 
property or short-term capital gains are in- 
cluded in income, particularly if the gain 
economically belongs or was already secured 
in a prior year; when there are dividends 
from domestic corporations and from foreign 
personal holding companies; when there are 
forfeited deposits and similar recoveries; 
when there is unusual or unexpected income 
for which Congress could not possibly have 
made provision. 
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Section 736 (a) 


In effect, a company computes each ex- 
cess profits tax on the accrual basis (report- 
ing sales and profits in the year of the sales). 
It does not change its usual method of find- 
ing its income tax. It is computed on the 
installment sales method. This means: 


In 1940 the income tax is exactly the same 
as then computed. 


In 1941 the income tax changes because 
the excess profits tax, determined by the use 
of the accrual method, will be different. In 
1941, the excess profits tax was a deduction 
in computing the normal tax. 


In 1942 and later years, find the income 
subject to both income tax (installment 
method) and the different income (accrual 
method) subject to the excess profits tax. 
Then determine the profits tax. The income 
tax computation then follows the usual rou- 
tine of excluding from the income any amount 
subjected to the excess profits tax. The 
amount excluded to arrive at normal and sur- 
tax will be the same (i. e., the adjusted ex- 
cess profits net income) regardless as to 
whether the company: pays a ninety-five per 
cent profits tax (ninety per cent for 1942 
and 1943) or uses the eighty per cent limi- 
tation. If the eighty per cent rule is used, 
the profits tax is the difference between eighty 
per cent of the company’s accrual income and 
the normal and surtax which were computed 
by finding the excess profits net income un- 
der the ninety-five per cent (or ninety per 
cent) method. This must be known to secure 
postwar or current credit. 


Some authorities deny that the process is 


as described above. They insist that the 


income tax computation is not changed to 


increase the tax by reason of the decrease 
of the profits tax when the accrual system 
is adopted. They argue it remains the same 
regardless of which method is used to deter- 
mine the excess profits tax. This principle 
was apparently approved by the Tax Court 
in the case of Uni-Term Stevedoring Co., Inc., 
3 TC 917 (1944) [CCH Dec. 13,947]. 


How does the change in income affect 
excess profits credits? The regulations say 
that no change may be made in base period 
income because of the new accounting method. 
The same rule is applied to the invested 
capital computation except for one point. In 
computing earnings and profits the deduc- 
tion for taxes payable may be different from 
that under installment accounting (not in- 
vesting the excess profits tax). Beyond 
that, however, the regulations provide that 
earnings and profits in invested capital com- 
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putations are the same as those for the in- 
come tax. That means that the deferred 
payments, which are excluded from earnings 
and profits in income tax computations, must 
also be excluded from invested capital even 
though the deferred payments are subject 
to the excess profits tax. This is disputed 
by many authorities on the ground that the 
computation for the excess profits net in- 
come and earnings on profits should be con- 
sistent, and their contention has some support 
in the recent decision of Shenandoah Co. v. 
Commissioner, 138 Fed. (2d) 792 (1943) [43-2 
ustc J 9623]. 


Section 736 (b) 


According to the regulations, no change 
is made in invested capital computations 
except for any increase or decrease in taxes 
for individual years resulting from the change. 
These do change the previously computed 
earnings and profits. That process, contend 
some authorities, is unfair and does not treat 
invested capital companies as equitably as 
those which use the base period credit. More- 
over, a company may actually create an 
erroneous invested capital if income follows 
the percentage method and earnings and 
profits are not adjusted until the contracts 
are completed. Severe distortion of the facts 
may result at times—for example, a com- 
pany starting business in the last base year 
would have no earnings and profits until it 
completed its contract (even if that took 
ten years) but might be required to reduce 
earnings and profits for taxes payable under 
the percentage method. It is argued that 
the courts may permit the full adjustment 
to the earnings and profits. 


There is some dispute and uncertainty as 
to what constitutes a long-term contract. 
The statute defines it as a contract, the per- 
formance of which “requires” more than 
twelve months. But some feel that this may 
give the Treasury an opportunity to argue 
that a contract which actually took more 
than twelve months to perform is neverthe- 
less not a long-term contract unless the 
company can also show that it was really 
necessary for it to take that long. In addi- 
tion, the regulations measure the twelve- 
month period from the time work begins 
until the time it is completed. They ignore 
the date on which the contract was entered 
into. Some point out that this is in conflict 
with the income tax regulations relating to 
the method of accounting for long-term con- 
tracts, and feel that there is nothing to in- 
dicate that Congress intended a different 
treatment for these purposes. 


Excess Profits Tax Controversies 





Neither the law nor the regulations tell 
the taxpayer how to compute the gross in- 
come in these calculations. The income tax 
regulations governing the method of account- 
ing for long-term contracts provide that the 
percentage of completion shall be deter- 
mined from architects’ and engineers’ cer- 
tificates. The same method presumably 
must be used here. But this is in contrast 
to the regulations relating to the allocation 
of abnormal income from long-term con- 
tracts under Section 721, which provide that 
the allocation shall be made according to 
the ratio of expenditures during the year 
to the total expenditures. Some suggest that 
this method is preferable since it would 
make for uniformity and would reduce the 
area of possible error and disagreement. The 
computations based on progress reports may 
create particular difficulty when it comes to 
redetermining the income for the base pe- 
riod. In many cases, progress reports and 
other data for contracts completed or in 
progress during those years will not be 
available. 


The requirement that gross income be re- 
duced by the expenditures made during the 
year has also been criticized on the ground 
that heavy expenses during a particular year 
would distort the income for that year and 
might even show a loss for a particular year 
when the contract as a whole is profitable. 
Instead of computing the income on a per- 
centage of completion basis, it is urged that 
expenditures should be apportioned in the 
same manner as the income. 


Sections 780-784 


In I. T. 3714, 1945-3-11954, the Treasury 
ruled that in determining the excess profits 
credit which produces the lesser excess profits 
tax, the tax meant is that prior to the re- 
duction for the postwar credit under Section 
780. Any increase in the excess profits credit 
results in a lower ten per cent credit and a 
higher total net tax paid, under the eighty 
per cent tax limitation. When the eighty 
per cent tax applies some practitioners sug- 
gest that no relief measure which increases 
the excess profits credit may be imposed 
upon a company against its will. Claims for 
abnormal deductions in the base years under 
Section 711(b)(1)(H)-(K), claims for ab- 
normal income in the tax year under Section 
721, and applications of unused excess profits 
credit carry-backs under Section 710(c), are 
such relief provisions. Though the language of 
the law appears to make these adjustments 
compulsory, they argue that each company 
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has the absolute privilege to elect to take or 
reject these benefits. The same view and 
objection apply equally to the current credit 
under Section 784. 

The Treasury ruled in I. T. 6161, 1945-5- 
11980, that in computing accumulated earn- 
ings and profits under Section 718 (a) (4), 
the postwar credit may not decrease the 
amount of excess profits tax which accrues 
in the tax year. It declared that the postwar 
credit accrues as of the date of payment of 
the tax. Some practitioners believe that this 


They argue that the tax liability at the close 
of the year is merely the net amount which 
will not be refunded or credited. Whether 
the company receives a credit which is simi- 
lar to cash kept on deposit with the govern- 
ment or elects to take it currently as a 
debt retirement credit, the gross tax is not 
the true tax liability. 


It is very likely that the preceding ruling 
will not be applied by the Treasury to the 
deduction for the current credit of ten per 


cent. The net tax will be deemed to accrue 


ruling will not be sustained by the courts. at the close of the tax year. [The End] 





PHILADELPHIA, PENNSYLVANIA 


In 1944, for the first time in over a decade, Philadelphia attained unused 
borrowing capacity. Ever since 1933, a decline in assessed valuations had kept 
net authorized debt above the legal debt limit, fixed by the state constitution at 
ten per cent of the valuation of taxable property. By the end of the 1944 fiscal 
year, the retirement of outstandling debt over the decade, together with an im- 
provement in the condition of the sinking fund, created an unencumbered borrow- 


ing capacity of $17 million available for the succeeding year. 


General revenue of Philadelphia totaled $80.7 million in 1944, an increase of 
only two per cent over the $79.1 million received in 1943. The slight expansion 
stemmed mainly from a sharp increase in state aid received. 


Tax revenue was virtually unchanged; a small decrease in the yield of property 
taxes was offset by a considerable expansion in returns from the earned income 
tax. Assessed valuations and property tax levies and rates were the same as 
in 1943 but, despite the high rate of collection of current levies, total collections 
were less because the wartime rise in incomes had so reduced tax delinquency 
that collections from prior years’ levies dropped sharply. The increase in indi- 
vidual incomes was also reflected in returns from the one per cent tax on earned 
income. This tax, unique among American cities, provided one-quarter of Phila- 
delphia’s general revenue. Property taxes, as a result, accounted for only fifty-six 
per cent, as compared with a general average of two-thirds. 


Income from charges and miscellaneous revenue rose slightly, chiefly because 
of larger hospital receipts and increased earnings of the water-supply system 
available for general purposes. Partially offsetting these increases was the sharp 


decline in revenue from special assessments for capital outlay, reflecting wartime 
restriction of construction. 


General expenditure of Philadelphia totaled $81.5 million, almost the same 
amount as in 1943. Operation expenditure was virtually unchanged, and shifts 
in other major categories offset each other. The public school system of Phila- 
delphia is financed by an independent school district and therefore the city makes 
no expenditure for this purpose. In its capacity as a consolidated city-county 
government Philadelphia finances its correctional institutions; in all other Penn- 


sylvania cities these are county administered—Bureau of the Census, City 
Finances: 1944, February, 1946. 
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Finance National 


Lower Taxes in Britain 


Recovery - - 


By NORMAN CRUMP 





HE RETURNS of Britain’s revenue 

and expenditure for the nine months 
ended December 31, 1945, cover a period 
of both war and peace. Actually the Euro- 
pean war ended when this period was about 
six weeks old, but the Japanese war con- 
tinued during the first half. During the 
second half, from mid-August until the end 
of December, much expenditure attributable 
to the war continued. Armies of occupation 
had to be maintained. Men and women on 
demobilization are entitled to leave with full 
pay and service gratuities. The termination 
of war contracts with industrialists calls in 
many cases for terminal payments. On the 
other hand, there have already arisen obvious 
opportunities for economy. The termina- 
tion of hostilities meant that there was a big 
decline in the daily consumption of such war 
stores as ammunition and, to a lesser degree, 
fuel. In spite of terminal charges, expendi- 
ture on war weapons must be immeasurably 
less than it was. A further item on the 
credit side is the revenue now coming in 
from the sale of surplus war stores. 


Comparison of War and Peace 


All these and many other factors are re- 
flected in Britain’s national accounts. Com- 
paring government expenditure in war and 
peace, during the nine months to December 
31, 1944, the British government spent 
£4447 million. For the nine months to 
December, 1945, it spent £4,137 million. Thus 
there was a saving of £310 million, or seven 
per cent. In some ways a more revealing com- 
parison can be made by comparing October, 
November, December, 1944, with the same 
months of 1945; for in this latter period, 
Britain was at peace. Here the expenditure 
figures are £1,503 million for 1944, and 
£1,386 million for 1945; or a saving of 
£117 million, or 7.8 per cent. 


This last percentage appears disappoint- 
ingly low; for taking the six months from 
April to September, when, broadly speaking, 
Britain was at war in both 1944 and 1945, 


Lower Taxes in Britain 


Financial Editor of the London Sunday Times 





the saving in 1945 was 6.6 per cent. Surely, 
it might be argued, if the government could 
reduce expenditure by 6.6 per cent while the 
war in the Far East was still in progress, it 
could reduce it by more than 7.8 per cent 
once Japan had been beaten. The answer 
lies largely in the heavy war termination 
costs—such as demobilization—which I have 
already mentioned. 


This, however, is not a complete answer. 
The similarity between the two percentages 
is close enough to put both the government 
and the public on their guard. The task of 
the immediate future is to strike a balance 
between necessary government expenditure, 
such as housing, and the need to reduce 
taxation to a level which all sections of the 
community will regard as tolerable. Taxa- 
tion which is so high as to destroy incentive 
defeats the government’s object of restoring 
the economic life of the nation. And as 
borrowing is also needed to cover expendi- 
ture, there is a danger that the demands 
on the nation’s savings from both govern- 
ment and industry may compete with each 
other to an extent which is detrimental to 
recovery. 


To examine these dangers, it is necessary 
to turn to the revenue side of the accounts. 
For the nine months to December, 1944, 
taxation and other current revenue brought 
in £1,990 million. The parallel figure for 
1945 was £2,031 million. The absence of 
any material difference between these two 
figures shows that revenue continues to 
come in well, in peace as in war. It must be 
remembered, however, that the bulk of each 
year’s income tax is collected in January, 
February and March, and so none of these 
figures is quite representative of the revenue 
position. 


Essential Course 


The first question is how much revenue 
will come in during, say, the next twelve 


[Continued on page 392] 
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Edward N. Polisher 


FIYHE NEW TRUST REGULATIONS 

focus the attention of tax practitioners 
upon the incidence of taxation of trust in- 
come. They were promulgated under T. D. 
5488 on December 29, 1945 and are effective 
as to taxable years beginning on and after 
January 1, 1946. However, in open cases 
for prior years, the Bureau will not seek to 
tax the grantor if he would not be taxable 
under the regulations, so long as the trus- 
tees and beneficiaries do not assert incon- 
sistent claims which are prejudicial to the 
government. The amendments made by 
T. D. 5488 are added to Regulations Section 
29.22(a) as 29.22(a)-21 and -22. They are 
intended to implement the principles an- 
nounced in Helvering v. Clifford, 309 U. S. 
331 (1940) [40-1 ustc J 9265]. Therefore, a 
reconsideration of the Clifford case and the 
application of the doctrine for which it stands 
should provide the necessary background 
for a clearer understanding of the tax im- 
plications involved. 


Under our system of income taxation, the 
trust is recognized as a separate entity for 
the reporting of its income. Legal ingenuity 
has developed infinite refinements to sepa- 
rate the trust estate from the grantor and at 
the same time retain for him, or those who 
are the natural objects of his bounty, as 
many of the attributes of ownership as the 








y 


A reconsideration of the Clifford 
case and the application of the 
doctrine for which it stands by 
Mr. Polisher, member of the 
Pennsylvania Bar and Special 


Lecturer at the Dickinson 
Law School. 


existing state of the law permits. Many of 
these trusts succeeded in reducing the over- 
all liability for income taxation of the family 
unit while its members continued to enjoy 
the benefits of the income which stemmed 
from the grantor. Consequently, the trust 
status early became and has remained an 
object of suspicion because of its facile adapt- 
ability for tax avoidance. Section 166 of the 
Internal Revenue Code, as now written, was 
inserted in the Code in 1934 to make taxable 
to the grantor the income of a trust where 
he retained the right to recapture the corpus. 
Section 167 of the Code took its present 
form in the Revenue Act of 1932 to prevent 
avoidance of surtax by the trust device when 
the income really remained in substance at 
the disposal of the settlor: Senate Report 
No. 665, 72nd Congress, Ist Session, p. 34-35. 


The trust mechanism possesses a capacity 
for complexity and flexibility as to powers 
and the beneficial interests which can be 
created through it. As a result, Sections 
166 and 167 have not been completely effective 
in producing a consistent method of pre- 
venting tax avoidance. The Treasury De- 
partment, through its regulations, and the 
courts, by their decisions, have endeavored 
to supply the missing stop-gap. One method 
was to advance the principle that the Govern- 
ment is not required to tax trusts as separate 
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taxable entities when the terms of the trust 
instrument and the manner of conducting 
the trusts indicate that they are not entitled 
to be distinguished from the grantor for 
tax purposes: Estate of O’Laughim, 38 BTA 
1120 [CCH Dec. 10,494]; aff’d (as First 
National Bank of Chicago v. Commissioner) 
110 F. (2d) 448 (CCA-7, 1940) [40-1 ustc 
{ 9311]. Another means was to resort 
to the concept of gross taxable income un- 
der the provisions of Section 22(a). Accord- 
ingly, even if a valid trust were created, it 
would be disregarded where the settlor, at 
his uncontrolled discretion, could have used 
the trust property as absolute owner, though 
its income might be distributed to another: 
Helvering v. Clifford, supra. 


Che Clifford Case 

In the Clifford case, the grantor irrevoca- 
bly transferred the property to himself as 
trustee for a term of five years with the 
income payable to his wife during the term 
of the trust and upon its expiration, the 
corpus was to be returned to him. He also 
retained substantial powers of control and 
management of the trust property and its 
income. The Supreme Court, speaking 
through Mr. Justice Douglas, declared that 
where the grantor is the trustee and the 


The New Trust Regulations 





beneficiaries are members of his family group, 
special scrutiny of the arrangement is neces- 
sary lest what is in reality but one economic 
unit be multiplied into two or more by 
devices which, though valid under state law, 
are not conclusive so far as Section 22(a) 
of the Internal Revenue Code is concerned. 
The inquiry should be: Was the grantor 
still the owner of the fund? It is hard to 
imagine, said the court, that the grantor felt 
himself poorer after the trust had been exe- 
cuted. For, as a result of the short term 
of the trust, the intimacy of the family rela- 
tionship and the retention of the substance 
of full enjoyment of all the rights previously 
had by the grantor, he had not parted with 
the property. That might not be true if 
only legal rights were considered. But when 
the benefits flowing to him indirectly through 
his wife are added to the legal rights he 
retained, the aggregate may be said to be 
a fair equivalent of what he previously had. 
Accordingly, the court held the trust in- 
come taxable to the grantor. 


Thereafter, the principles announced by 
the Clifford doctrine were relied upon as 
precedents by the courts. It was inevitable, 
however, that the limited facts of the origi- 
nal decision would be disregarded since the 
court had stated “. no one fact is nor- 
mally decisive but that all considerations 
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and circumstances of the kind we have men- 
tioned are relevant to the question of own- 
ership ” The court had failed to state 
how many of the elements in the Clifford 
doctrine were necessary for it to reach this 
conclusion or whether the presence of any 
one or several of them would be sufficient. 
The result was vagueness, uncertainty and 
confusion. See Commissioner v. O’Keeffe, 
118 F. (2d) 639 (CCA-1, 1941) [41-1 ustc 
{ 9369]; Commissioner v. Bateman, 127 F. 
(2d) 266 (CCA-1, 1942) [42-1 ustc J 9402]. 


The regulations represent a sincere attempt 
to resolve these difficulties. They establish 
specific criteria for determining the inci- 
dence of taxation of trust income. In some 
respects, they go beyond judicial authority; 
in others, they are arbitrary and inflexible. 
On the whole, however, they serve a useful 


purpose in a very troublesome field of Fed- 
eral taxation. 


Differences Between Regulations and 


Clifford Doctrine 


At the outset, it must be noted that there 
are three salient and over-all differences 
between the regulations and the original 


Clifford doctrine: 


1. The significant absence of any refer- 
ence to the “family unit” as a basis for the 
application of the new regulations. This, 
however, is in accord with the trend indi- 
cated in the cases: Brown v. Commissioner, 
131 F. (2d) 640 (CCA-3, 1942) [42-2 ustc 
{ 9761 ], cert. den. 318 U. S. 767 (1943), where 
the beneficiaries were unrelated to the 
grantor; Commissioner v. Wilson, 125 F. (2d) 
307 (CCA-7, 1942) [42-1 ustc J 9244], where 
the beneficiary was an adult child. 


2. The establishment of individual fac- 


tors, the presence of any one of which will 
be conclusive of the incidence of tax liability 
for trust income, irrespective of other cir- 
cumstances. This is a completely new 
approach and is a definite departure from 
the original application of the Clifford doc- 
trine. Until now, the decisions took into 
consideration all of the circumstances of the 
trust’s creation and operation as well as the 
powers retained by the grantor in determin- 
ing the taxability of trust income. 


3. The treatment under many specified 
circumstances of a power held by the grant- 
or’s spouse, living with him, as a power in 
the grantor alone, irrespective of any adverse 
interest which the spouse might have. 


Lillian M. Newman, 1 T. C. 921 (1943). 


See 


354 


Short-Term Trusts 


The regulations arbitrarily declare, as 
an absolute rule, that a grantor is taxable 
on the income of a trust which will revert 
to him within ten years, even though he has 
relinquished all control over it. If the trust 
is to continue for a period of more than 
ten years but will revert to the grantor with- 
in fifteen years, the grantor remains taxable 
on its income if he, or his spouse living with 
him, or both, have retained, whether or not 
as trustees, any one of the following powers 
of administration: 1. a power to vote or 
direct the voting of stock or other securi- 
ties; 2. a power to control the investment 
of the trust funds; 3. a power to substitute 
other property for the trust corpus, whether 
or not of an equivalent value. 


The same rules apply if, instead of a spe- 
cific term of years, the trust is to revert to 
the grantor upon the happening of an event 
which is the practical equivalent of a period 
equal to or less than ten to fifteen years. 
For example, where the life expectancy of a 
person upon whose death the trust corpus is 
to revert to the grantor is less than ten or 
fifteen years, as the case may be; or, where 
the event stipulated is the graduation from 
college of a son of such age that his gradu- 
ation may be reasonably anticipated to occur 
within the prescribed period. 


Any postponement of the date on which 
the reversion is to take place acts as a new 
transfer in trust commencing with the date 
on which it is made and terminating with 
the new postponed date. However, where the 
income of the trust was not taxable to 
the grantor for the original period, it will 
not become so taxable because of the post- 
ponement. For example, “A” creates a trust 
which is to revert to him upon the expira- 
tion of twelve years and retains no control 
over the corpus or income. After nine years 
have expired, “A” then extends the term 
of the trust for an additional two years. 
“A” is then considered to have made a new 
transfer in trust for a period of five years, 
but he will not be taxable on the first three 
years of such term because he would not 
have been taxable thereon if the term had 
not been extended. He is taxable, however, 
on the income for the remaining two years. 


In the same situation, had “A” postponed 
the termination date after the expiration of 
four years, it would seem that “A” would 
not be taxable for any part of the extended 
term since he has made a new transfer in 
trust for a period of ten years (the balance 
of eight years of the original trust and two 
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years of the extended term). The regula- 
tions are silent as to this possibility. 


Apparently the absolute rule with regard 
to trusts for less than ten years includes 
those whose income is payable to benefi- 
ciaries under Section 23(0) relating to chari- 
table contributions. This goes far beyond 
any decision on the subject. In Commis- 
sioner v. Chamberlain, 121 F. (2d) 765 (CCA- 
2, 1941) [41-2 ustc § 9611], a charitable trust 
for four years was held not to be taxable to 
the grantor; similarly, in Helvering v. Bok, 
132 F. (2d) 365 (CCA-3, 1942) [42-2 ustc 
{ 9809], involving a five year trust and 
Helvering v. Achelis, 112 F. (2d) 929 (CCA-2, 
1940) [40-2 ustc J 9542], which dealt with a 
seven year trust. A one year charitable 
trust was, however, held taxable to the 
srantor where he had retained substan- 
tial control over the corpus: Commissioner 
. Lamont, 127 F. (2d) 875 (CCA-2, 1942) 
{42-1 ustc J 9442]. No doubt the regulations 
seek to close the loophole which would 
make it possible for individuals to enlarge 
heir annual fifteen per cent income tax de- 
duction allowed for charitable contributions 
by setting up such trusts for short periods. 


Trusts for charitable beneficiaries are, 
however, specifically excluded from the ten 
to fifteen year test. The grantor of any 
charitable trust for ten years or more will 
not be taxable on its income, even though 
he has retained any of the enumerated ad- 
ministrative powers which would have caused 
him to be taxed, if the trust was for private 
purposes. 


In a general way, the regulations in their 
treatment of short-term trusts represent the 
trend of judicial thought on the problem. 
Several decisions indicated that the presence 
of the short-term factor alone would be suffi- 
cient to establish the taxability of the grantor. 
In Commissioner v. Armour, 125 F. (2d) 467 
(CCA-7, 1942) [42-1 ustc § 9257] the court 
said, “We agree with the expressed consen- 
sus of opinion, therefore, that while not 
always decisive in itself, the term of the 
trust is of great weight and frequently de- 
terminative.” In Helvering v. Elias, 122 F. 
(2d) 171 (CCA-2, 1941) [41-2 ustc J 9630], 
cert. den. 314 U. S. 692, which involved a 
six year trust, the court said, “It is only 
when the term is longer than six or seven 
years that the settlor’s legal reserva- 
tion of control becomes vital . . .” The 
reason for the rule was that the shortness 
of the term would undoubtedly influence the 
trustee to consider primarily the reversion- 
er’s interest. How long the term had to be, 
in the absence of any reservation of control, 
for the trust to become immune to the ap- 
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plication of the Clifford doctrine was a mat- 
ter of conjecture. In this respect, the 
regulations clarify the situation and establish 
definite guideposts that can be relied upon 
to determine the taxability of trust income. 


There also appears to be some judicial 
basis for the distinction between the ten and 
fifteen year trusts, although the decided 
cases did not involve terms for such periods. 
In close cases involving the short-term fac- 
tor, the court always looked to see whether 
elements of control were present which might 
indicate that ownership was retained: 
Commissioner v. Elias (supra); Hyman v. 
Nunan, 143 F. (2d) 425 (CCA-2, 1944) [44-2 
ustc { 9387]; Commissioner v. Jonas, 122 F. 
(2d) 169 (CCA-2, 1941) [41-2 ustc § 9628]. 


Where the trust term is for fifteen years 
or more, the grantor will escape taxation 
even though he has retained any one or all 
of the enumerated powers, so long as such 
powers are exercisable by him in a fiduciary 
capacity. However, if he exercises such 
powers in a nonfiduciary capacity, he is tax- 
able irrespective of the duration of the trust. 
This problem will receive a fuller discussion 
in a later portion of this article. 


Control of the Beneficial Enjoyment 
of the Income or Corpus of the Trust 


Under the new regulations, irrespective of 
the length of the trust term, the income will 
be taxable to the grantor if the beneficial 
enjoyment of the corpus or income is sub- 
ject to a power of disposition whether by 
revocation, alteration or otherwise, exercis- 
able in any capacity by the grantor or any 
person lacking a substantial adverse interest, 
or both; and regardless of whether such 
exercise is subject to a precedent giving of 
notice or is limited to some future date. 


Soon after the Clifford decision, it became 
apparent that the element of control over 
the disposition of the trust corpus or in- 
come would be accorded great importance 
by the courts. In Commissioner v. Buck, 120 
F, (2d) 775 (CCA-2, 1941) [41-2 uste J 9520], 
the court picturesquely stated that where 
the grantor retains, in addition to certain 
administrative control, the power “until his 
death freely to sprinkle the income about 
among any beneficiaries he may select (as 
if he were playing a hose) it is impossible 
to conclude that the income is not 
taxable to him.” The fact that the trust 
was irrevocable and was to exist during the 
lives of the beneficiaries was unimportant 
in view of the more compelling factor of 
control. This regulation is, therefore, de- 
claratory of existing law: Stein, 41 BTA 
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994 (1940) [CCH Dec. 11,082]; Brown v. 
Commissioner, 131 F. (2d) 640 (1943) [42-2 
usTc J 9761], cert. den. 318 U. S. 767; Hyman 
v. Commissioner, 143 F. (2d) 425 (CCA-2, 
1944) [44-2 ustc § 9387]. 


Where the trust provides that such power 
cannot be exercised until the expiration of a 
period of ten or fifteen years, the grantor 
will not be taxable on the income until the 
expiration of such period. For example, if 
the trust is created on January 1, 1940 and 
the grantor relinquishes all control except 
the power to change the beneficiary after 
January 1, 1950, the grantor is not taxable 
on the trust income until after January 1, 
1950. If, instead of a term of years, an 
event is specified, then the problem is 
treated in the manner previously described 
under short-term trusts. The rules govern- 
ing postponements are similarly applied in 
this instance. 


This innovation seeks to cover the situa- 
tion where the grantor desires to relinquish 
control during an initial period, in accordance 
with the provisions discussed in the previous 
subsection relating to short-term trusts, but 
wants to retain it from a long range view- 
point. In the current period of high in- 
come and surtax rates and the apparent 
trend towards reduced taxation in the future, 
the deferment of the exercise of a retained 
power of disposition may result in substan- 
tial tax benefits. 


The grantor will not be taxable, how- 
ever, under this subsection if he retains any 
of the following powers: 


1. A power exercisable only by will, un- 
less it is a power exercisable by the grantor 
over income of a trust which is accumulated 
for such disposition or may be so accumu- 
lated in the discretion of the grantor, or a 
person lacking a substantial adverse interest, 
or both. This exception is consistent, in 
principle, with Section 167 of the Code. 
Under the Code, the grantor will not be 
taxable upon trust income which in his dis- 
cretion and that of a person having a sub- 
stantial adverse interest may be accumulated 
for later distribution to the grantor himself. 
Therefore, there would seem to be no reason 
why the disposition by the grantor’s will of 
such trust income, accumulated under similar 
conditions, should alter the incidence of tax- 
ation upon the trust income during his life- 


time. Section 167 does not cover this 
situation. 
2 


2. A power to determine the beneficial 
enjoyment of the corpus or income where 
such corpus or income is irrevocably pay- 
able to beneficiaries specified in Section 





23(0) which deals with charitable contribu- 
tions. This is in accordance with the de- 
cided cases: Helvering v. Bok, 132 F. (2d) 
365 (CCA-3, 1942) [42-2 ustc J 9809]. 


3. A power which enables the grantor or 
another person to either distribute or ac- 
cumulate income for a current income bene- 
ficiary, provided that each beneficiary’s 
share is irrevocably specified in the trust 
instrument. Provision may be made for an 
alternate taker, other than the grantor or his 
estate, should the beneficiary not survive 
the date of distribution so long as such date 
reasonably may be expected to occur within 
the lifetime of the beneficiary and the al- 
ternate taker’s share has been irrevocably 
specified in the trust instrument. In this 
respect, the regulations are more liberal than 
the trend of the decisions. The courts have 
generally regarded a power to pay or with- 
hold the income as a strong indicia of own- 
ership, sufficient to render the trust income 
taxable to the person who held such power: 
Edison v. Commissioner, 148 F. (2d) 810, 
(CCA-8, 1945) [45-1 ustc J 9274]; Stockstrom 
v. Commissioner, 148 F. (2d) 491, (CCA-8, 
1945) [45-1 ustc J 9243], cert. den. 66 Sup. 
Ct. 23; Hopkins, 5 TC 803 (1945) [CCH Dec 
14,767]; Contra: Hall v. Commissioner, 150 
F. (2d) 304 (CCA-10, 1945) [45-2 ustc 
{ 9361]. The regulations and the decisions 
are in accord, however, where the income 
could be paid to the grantor or his estate: 
Miller v. Commissioner, 147 F. (2d) 189 
(CCA-6, 1945) [45-1 ustc J 9172]. 


4. A power enabling the grantor or an- 
other person to pay out corpus to a current 
income beneficiary, provided such payment 
is charged against the beneficiary’s share of 
the corpus of the trust. On the other hand, 
if the beneficiary’s share is not so charged 
by the corpus payment, the power will still 
be excepted, if it is limited by some reason- 
ably definite external standard. This ex- 
ception is also more liberal than the attitude 
of the courts: Examples of such standards 
are given in the following exceptions. Foer- 
derer v. Commissioner, 141 F. (2d) 53 (CCA- 
3, 1944) [44-1 ustc 9172]; Edison v. 
Commissioner, 148 F. (2d) 810 (CCA-8, 1945) 
[45-1 ustc J 9274]. 

5. A power to apportion income within a 
class of beneficiaries but only under the fol- 
lowing circumstances: the power must be 
exercisable by a trustee other than the 
grantor or spouse living with him; its ex- 
ercise must not be subject to the consent 
or approval of any person other than such 
trustee; and the power is limited by some 
reasonably definite external standard and 
related to the needs and circumstances of 
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the beneficiaries set forth in the trust in- 
strument, so that it can be enforced by a 
court of equity. If the power to allocate is 
left to the discretion of the trustee, it will 
not fulfill the requirements of an external 
standard. The regulations illustrate the type 
of standard contemplated: “A” creates a 
trust to pay the income to a class of bene- 
ficiaries and provides that during any year 
the trustee may distribute up to sixty per 
cent of the income for that year to any one 
of the beneficiaries, provided that the needs 
of such beneficiary, due to illness or poor 
financial circumstances, are proportionately 
greater than those of the other members of 
the class. 


A power to add to or eliminate from a 
class of beneficiaries does not come within 
this exception, but this does not preclude the 
grantor from making provision for after- 
born children. 


Although this exception is rigidly circum- 
scribed, it is still in accord with the current 
trend of judicial thought: Stockstrom v. 
Commissioner, 148 F. (2d) 491 (CCA-4, 1945) 
[45-1 ustc J 9243], cert. den. 63 Sup. Ct. 23; 
Funsten v. Commissioner, 148 F. (2d) 805 
(CCA-8, 1945) [45-1 ustc J 9273]; Hawkins, 
TC Memo. (1944) [CCH Dec. 14,212(M)]. 


6. A power to allocate receipts as be- 
tween corpus and income, even though such 
power is expressed in broad language. See 
Commissioner v. O’Keeffe, 118 F. (2d) 639 
(CCA-1, 1941) [41-1 ustc J 9369]. 


Trust for Support of Dependents 


The income from a discretionary trust 
for the support of a beneficiary whom the 
grantor is under legal obligation to main- 
tain continues to be taxable to the grantor 
only to the extent that the income is ac- 
tually so applied, in accordance with Sec- 
tion 167 (c) of the Code, as amended by the 
Revenue Act of 1943. Such income remains 
unaffected by the new regulations. 


Administrative Control 


The regulations provide that, irrespective 
of the duration of the trust, the income there- 
from will be taxable to the grantor where, 
under its terms or in its actual operation, 
the grantor can exercise administrative con- 
trol primarily for his benefit. This rule em- 
braces any one of the following powers: 


1. A power enabling the grantor or any 
person to purchase, exchange, or otherwise 
deal with or dispose of the corpus or in- 
come of a trust for less than full and adequate 
consideration where such power is exercis- 
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able, by the grantor or any person lacking 
an adverse interest, or both, whether or not 
in the capacity of trustee. However, the 
mere fact that a power exercisable by a 
trustee is described in broad language does 
not indicate that he can so deal with the 
property. 

The courts had consistently regarded a 
power in the grantor to buy and sell to the 
trusts at prices to be determined by himself 
as equal to a power of revocation and the 
income, therefore, was held taxable to the 
grantor: Warren v. Commissioner, 133 F. (2d) 
312 (CCA-6, 1943) [43-1 ustc J 9221]; Hey- 
man v. Commissioner, 44 BTA 1009 (1941) 
[CCH Dec. 12,005]; Estate of O. M. Ban- 
field, 4 TC 29 (1944) [CCH Dec. 14,135]. 
Where the right, however, was predicated 
on a fair consideration, the incidence of tax 
was otherwise: Helvering v. Palmer, 115 
F. (2d) 368 (1940) [40-2 ustc { 9778]. 


2. A power exercisable by the grantor or 
his spouse living with him or both, whether 
or not in the capacity of trustee, or exer- 
cisable by any other person in a nonfiduciary 
capacity, either alone or in conjunction with 
either of the foregoing, or both, which 
enables the grantor to borrow corpus or in- 
come, directly or indirectly, whether with 
or without adequate security or interest; or 
if such power is exercisable by any other 
person in a fiduciary capacity and the grantor 
has borrowed corpus or income and has not 
completely repaid the loan including interest 
before the beginning of the taxable year. 

In a recent Tax Court decision, the 
grantor-trustee received broad powers of 
management including the right to lend and 
borrow money from the trust on any terms, 
with or without security. He was also au- 
thorized to buy and sell trust property on 
any conditions whatsoever. With three 
judges dissenting, the court refused to hold 
the grantor taxable on the trust income. It 
should be stated, however, that the regu- 
lations played no part in the decision: W. L. 
Taylor, 6 TC —, No. 27, February 7, 1946 
[CCH Dec. 14,961]. 


3. Any one of the following powers ex- 
ercisable by any person in a nonfiduciary 
capacity: a power to vote or direct the vot- 
ing of stock or other securities, a power to 
control the investment of the trust funds, 
a power to substitute other property for the 
trust corpus whether or not of an equivalent 
value. 

The regulations create the presumption 
that a trustee exercises a power in a fiduciary 
capacity and that one, other than a trustee, 
exercises it in a nonfiduciary capacity. Such 
presumptions, however, may be rebutted. 
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The provisions of this section of the regu- 
lations represent the farthest extensions of 
the Clifford doctrine and will undoubtedly 
result in great controversy. The courts 
have never gone this far. On the contrary, 
they have held that the retention of mere 
powers of management of the type described 
in the regulations, even though not exercisable 
by a trustee, may not operate to bring the 
grantor within the provisions of Section 
22(a): Jones v. Norris, 122 F. (2d) 6 (CCA- 
10, 1941) [41-2 uste J 9636]; Commissioner 
v. Betts, 123 F. (2d) 534 (CCA-7, 1941) [41-2 
ustc § 9767]; Suhr v. Commissioner, 126 
F, (2d) 283 (CCA-6, 1942) [42-1 ustc f 9321]; 
Cartinhour, 3 TC 482 (1944) [CCH Dec. 
13,811]; Anderson, TC Memo. (1945) [CCH 
Dec. 14,365 (M)]. 


Considering each of the specified powers 
separately, we can find abundant decisional 
authority to the effect that the presence of 
each power by itself does not influence the 
incidence of taxation. The power to vote 
stock has been held insufficient to bring the 
grantor within Section 22 (a) where such 
power did not affect corporate control: 
Kohnstamm v. Pedrick, (CCA-2, December 
28, 1945) [45-2 ustc J 9122]. 

The decisions, however, indicate that such 
a power may affect the incidence of taxation 
where, through its exercise, the grantor can 
retain control over a corporation: Helvering 
v. Stuart, 317 U. S. 154 (1942) [42-2 ustc 
{ 9750]; Miller v. Commissioner, 147 F. (2d) 
189 (CCA-6, 1945) [45-1 ustc { 9172]; 
Edison v. Commissioner, 148 F. (2d) 810 
(CCA-8, 1945) [45-1 ustc 9274]. The 
regulations make no such distinction and 
treat the reservation of such a power of the 
grantor in a nonfiduciary capacity, as deter- 
minative of the incidence of taxation. 


The Tax Court recently reaffirmed the 
proposition that the power to direct invest- 
ments retained by the grantor in a non- 
fiduciary capacity does not render him taxable 
on the trust income: Huber, 6 TC —, No. 
30, February 18, 1946 [CCH Dec. 14,980]. 


The power to substitute other property of 
equivalent value for the trust corpus has 
been uniformly held not to shift the tax to 
the grantor: Jones v. Norris, 122 F. (2d) 6 
(CCA-10, 1941) [41-2 ustc J 9636]; Commis- 
sioner v. Betts, 123 F. (2d) 534 (CCA-Z, 
1941) [41-2 ustc { 9767]. 


It is questionable whether the courts will 
go along with the regulations in these ex- 
tensions. Significantly, the Second Circuit 
Court of Appeals in two decisions handed 
down almost concurrently with the regu- 
lations, held that the right to vote and direct 
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investments exercised by a grantor who is 
not the trustee is insufficient to shift the tax 
burden to him: Kohnstamm v,. Pedrick 
(CCA-2, December 28, 1945) [45-2 ustc 
7 9122]; Cushman v. Commissioner (CCA-2, 
January 14, 1946) [46-1 ustc { 9141]. 


The Kohnstamm and Cushman 
Decisions 


In Kohnstamm v. Pedrick, the following 
powers were present: the trustee could, in 
the exercise of his judgment and with the 
consent of the grantor, invade the trust 
corpus for distribution to the beneficiaries; 
the grantor, who was not the trustee, re- 
served the right to substitute property of 
equivalent value for the trust corpus, to vote 
the stock, and to direct sales and invest- 
ments. The court refused to tax the grantor 
on the trust income. It would point out that 
the presence of any one of these powers, 
which were cumulatively present in this 
case, would have been sufficient to make the 
grantor taxable under the new regulations. 
After reviewing all the authorities, the court 
said, “In conclusion, therefore, we are dis- 
posed to hold that the combination of all 
those powers which the plaintiff reserved to 
himself did not bring him within Helvering 
v. Clifford, supra, and make him the ‘owner’ 
for taxation as he originally was for all pur- 
poses. The test is impalpable enough at 
best; but if it is to be continually refined by 
successive distinctions, each trifling in itself, 
we shall end in a morass from which there 
will be no escape; and the spate of decisions 
already poured upon us will be the earnest 
of eventual utter confusion.” 


In Cushman v. Commissioner, the court 
held the grantor not taxable on trust income 
where he had reserved control in his in- 
dividual capacity over sales of the trust 
property and the power to direct investment. 
Said the court, “It is a question of inter- 
pretation whether or not the powers re- 
served as grantor are held in a fiduciary 
capacity or for the grantor’s own benefit 
. . . Since the powers in this instance 
could only be exercised for the best interests 
of the beneficiaries, the court concluded that 
they were exercisable in a fiduciary capacity. 


The regulations create a presumption that 
a power exercisable by a person, not as 
trustee, is deemed to be exercisable in a non- 
fiduciary capacity. However, such presump- 
tion may be rebutted by clear and convincing 
proof that the power is exercisable primarily 
in the interests of the beneficiaries. In this 
respect, the decision seems to have antici- 
pated the philosophy of the regulations. 
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The Cushman case was decided below by 
the Tax Court, whereas the Kohnstamm case 
reached the Circuit Court of Appeals from 
the District Court. It was this difference 
which caused Judge Jerome Frank, who had 
held with the court in the Kohnstamm deci- 
sion, to dissent in the Cushman case. His 
position was that once the Tax Court had 
found, as a matter of fact, that the grantor 
had retained sufficient control to bring him 
within the scope of the Clifford doctrine, the 
Circuit Court was precluded from review- 
ing such a finding: Dobson v. Commissioner, 
320 U. S. 489 (1943) [44-1 ustc J 9108]; 
The John Kelley Co. v. Commissioner, 66 
Sup. Ct. 299 (1946) [46-1 ustc J 9133]. 


It would, therefore, seem prudent for those 
who would test the efficacy of the new 
regulations not to overlook the District 
Courts whose findings of fact may be re- 
viewed on appeal, rather than run the risk 
of being precluded from a review of a Tax 
Court decision whose determination of the 
fact of “ownership” might be regarded as 
conclusive. 


Charities Under Administrative 
Control Subsection 


The provision of the regulations with re- 
gard to administrative control, unlike the 
previous sections dealing with short-term 
trusts and powers of disposition of trust 
income or corpus, significantly fails to ex- 
cept beneficiaries under Section 23 (0), re- 
ferring to charitable contributions; nor does 
this appear to be an omission by neglect. 
In recent years, it has not been uncommon 
for grantors to transfer commercial enter- 
prises to charitable trusts and thus reduce 
the burden of their personal income tax. 
While the net income of these business ven- 
tures is exclusively devoted to charitable 
purposes, the administrative control over 
them, with all of the attendant implications 
of power and authority, remains with the 
former owners. To men of substantial 
wealth and wide business interests, such 
control is frequently of greater importance 
than the derived profits from such ventures. 
As a result of such devices, the charitable 
trust has been perverted from its original 
concept. This section may be another step 
by the Treasury Department in its campaign 
to correct such abuses of the generous pro- 
visions of the Code with respect to charities. 


Limitations of Administrative 
Control Subsection 


Trusts for the satisfaction of the grantor’s 
legal obligations, irrespective of any con- 
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trol, remain taxable to the grantor. 
the provisions of this subsection affect the 
taxability of future income to the assignor 
thereof, whether or not the assignment is 


Nor do 


by means of a trust. Furthermore, the ap- 
plicability of Section 22(a), to the creator 
of a family partnership in which a trust is 
a partner, remains unaffected by this sub- 
section. 


Where a person other than the grantor 
has a power to vest corpus or income in 
himself, the income is taxable to him. There- 
after, even if he should partially release this 
power so that he can no longer vest the 
corpus or income in himself, he will still 
be taxable on the income where he retains 
such control as would make the grantor tax- 
able under the regulations. This is in ac- 
cord with the decided cases: H. S. Richardson, 
42 BTA 830 (1940) [CCH Dec. 11,322], 
aff'd 121 F. (2d) 1 (CCA-2, 1941) [41-2 
ustc J 9592], cert. den. 314 U. S. 684 (1941); 
Ella E. Russell, 45 BTA 397 (1941) [CCH 
Dec. 12,124]. 


What Will Be the Fate of the 
Regulations? 


It is interesting to speculate upon the re- 
ception these regulations will receive at the 
hands of the courts. In the Clifford case, 
the court had prefaced its discussion of the 
question of “substantial ownership” with the 
observation, “In absence of more precise 
standards or guides supplied by statute or 
appropriate regulations, the answer to that 
question must depend on an analysis of the 
terms of the trust and all the circumstances 
attendant on its creation and operation.” 
The regulations have now filled this gap. 
The question remains, how far will the courts 
go in adopting these tests? It has been 
shown that some of the tests go farther than 
the decisions of the courts and are beyond 
the pale of the Clifford case. Will they be 
regarded as a proper exercise of adminis- 
trative interpretation? 


The courts, in passing upon the appropriate- 
ness of regulations, still pay lip service to 
the theory that such regulations must be in 
accord with the legislative intention, as in- 
terpreted by them, of the section they seek 
to implement: Colgate-Palmolive Peet Co. v. 
U. S., 320 U. S. 422 (1943) [43-2 ustc J 9689]. 
Where, in the opinion of the court, the statu- 
tory provisions are unambiguous, regulations 
will be accorded little respect: American Den- 
tal Co. v. Helvering, 318 U. S. 322 (1943) 
[43-1 ustc J 9318]; Helvering v. Sabine Trans- 
portation Co., 318 U. S. 306 (1943) [43-1 
usTc J 9317]. 
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Some of the decisions, however, reflect an 
increasing awareness of the complexity of 
the tax problem and the necessity for an 
integrated policy which only an administra- 
tive agency, specializing in the field and 
coping with such questions daily, can supply. 
This is especially so where Congress has 
failed to manifest any clear cut purpose: 
Helvering v. Reynolds, 313 U. S. 428 (1941) 
[41-1 ustc § 9484]; or where a provision is 
so general that interpretative regulations 
are deemed necessary: Helvering v. Wil- 
shire Oil Co., 308 U. S. 90 (1939) [39-2 ustc 
{ 9743]. In such circumstances, if the regu- 
lations represent a reasonable implementa- 
tion of the statutory language, they will be 
recognized by the court: Helvering v. Rey- 
nolds, supra. (For an eloquent plea in de- 
fense of Treasury interpretative regulations, 
see “Some Iconoclastic Reflections on Tax 
Administration” by Louis Eisenstein, 58 
Harvard Law Review, 477, April, 1945.) 

There is little question that Section 22(a) 
and the Clifford doctrine which was de- 
veloped thereunder are sufficiently general 





ATLANTA, GEORGIA 


| Despite a substantial rise in Atlanta’s 1944 general expenditure as compared | 
with the previous year, while the gain in revenue was less, the city carried forward 
to 1945 a reserve of over a half million dollars to finance postwar projects. No 
new debt was incurred, and both gross and net long-term debt were again reduced. 


General expenditure of Atlanta totaled $12.1 million or 8.3 per cent greater 
| than the $11.2 milion spent in the previous year. The increase in total expenditure 
was accounted for mainly by increased salaries granted city employees in January, 
1944, which caused a general upswing in operation expense. The proportion of 
total expenditure required by Atlanta for debt service was only about one-third 
of the average for other cities in the same population-size group. 


Under the charter of the city of Atlanta, schools are administered by the 
Board of Education, but except for state aid, are financed by the city, which is 
required to turn over not less than thirty per cent of its local revenue to the board 
for the schools. Public welfare is financed in Georgia by the state and the 
counties, and the negligible amount expended by Atlanta for this function repre- 
sented largely appropriations to privately operated charitable institutions.—Bureau 
of the Census, City Finances: 1944, February, 1946. 
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and vague to warrant Treasury Regulations 
on the subject. We anticipate that those 
issued under T. D. 5488 will be accorded 
great respect by the courts, even though 
some extensions may be considered unwar- 
ranted. 


Furthermore, should Section 22(a) be re- 
enacted by Congress in the light of these 
regulations, the courts will conclude that 
Congress has adopted as its own the inter- 
pretation placed upon the statutory language 
by the regulations: Helvering v. R. J. Rey- 
nolds Tobacco Co., 306 U. S. 110 (1939) [39-1 
ustc § 9282], involving a similar problem 
arising under Section 22(a). 


In view of the fluid state of development 
of the law of federal taxation, the regula- 
tions serve a useful purpose. The welter 
of confusion arising from the Clifford case 
has been largely resolved by the specific 
standards of the new rules. Tax practi- 
tioners now will know what the limitations 
are, stringent though they may be and can 
guide their clients accordingly. [The End] 
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Community Estates Problems 


By M. N. FRIEDLAND 


In the March issue the author, a tax attorney in Los Angeles and member of the 
Illinois and New York Bars, discussed the Wiener and Herbst decisions. Here 
he analyzes important community estates problems in the light of those decisions. 


HERE is an ancient Egyptian custom 

of placing a mummy in the corner of 
every banquet room and other places of 
entertainment as a reminder of death, in- 
evitable death. 


Now death is not the most pleasant thing 
in the world to consider. The young laugh 
at it, the middle-aged wonder about it, and 
the old fear it. Irrespective of one’s thoughts 
or feelings, however, it is inevitable. It is 
coming, surely; only a matter of time... . 

Estate taxes are properly known as death 
taxes, and are a sequence to death itself. 
Whether they are “the sovereign’s exaction”’ 
for the privilege of distributing one’s estate, 
or whether “the occasion therefore is the 
transmission and receipt of property by 
death, not the right to regulate its distribu- 
tion,” (Paul, Federal Estate and Gift Taxa- 
tion, vol. 1, p. 5) is of little importance. One 
thing is sure, they are here, and here to stay 
for a long, very long time to come, whether 
or not one likes them. 


It is a peculiar phase of human nature 
to be very pessimistic in times of depression 
and extremely optimistic in times of pros- 
perity. One thinks or dreams about such 
a time (especially prosperity) as if there 
could be no end to it, nor to the perpetual 
ability to enjoy it. It is a shame to disturb 
such a dream, but it is essential, very essen- 
tial, to do so. Shrinkage of one’s estate 
is of more than ordinary importance. And 
to reduce such shrinkage as much as is 
humanly possible is a difficult but worth- 
while objective. Hence, the old Egyptian 
custom must be revived and proper attention 
paid to it. 

3anks and trust companies, as well as life 
insurance men and women, deserve a great 
deal of credit for constantly calling atten- 
tion to the advisability of checking and re- 
checking one’s estate in order to reduce its 
shrinkage to the minimum. Such efforts 
were essential in the past; they are a great 
deal more so at present, especially in view 
of the Wiener and Herbst decisions. 
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Difficulties of Analysis 


To make a proper analysis of an estate 
from a tax point of view is not as simple 
a matter as it seems to be, even in non- 
community states. It is a great deal more 
difficult in community states, especially since 
the enactment of the 1942 Revenue Act and 
the recent United States Supreme Court de- 
cisions in the Wiener, and Herbst cases. 


The cardinal difference between commu- 
nity and non-community estates is that there 
is only one kind of property in non-commu- 
nity states. It may be held by or belong 
to one spouse or the other. It may be held 
jointly or in common (even by entirety, in 
few states). It is subject to dower and 
curtesy rights, but it is one kind, neverthe- 
less. There is no such a thing as “separate” 
and “community” property in non-commu- 
nity states. 

Of course there is nothing to prevent 
spouses in community states from holding 
property jointly or in common (without the 
element of curtesy or dower interest). How- 
ever, property ts there divided into two 
classes, separate and community. 


Separate property is defined by Sections 
162 and 163 of the California Civil Code. 
Community property is defined by Section 
687 of the same code; in substance, it is 
property which is not separate property. 
And while separate property of community 
states is similar to that held by spouses in 
non-community states, it is mot identical. 
For example, the earnings of individual 
spouses in non-community states are the 
property of the respective earner. The op- 
posite is true in community states where 
earnings belong to the community and are 
not (with insignificant exceptions) the sepa- 
rate property of any individual spouse. 

Particular attention is called to the above- 
mentioned in view of the fact that the Reve- 
nue Act of 1942, in so far as it applies to 
community property, is not built in connec- 
tion with the history and philosophy of the 
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community system of holding property but 
is rather based upon the theory of owner- 
ship of property as it exists in non-commu- 
nity states. 

Numerous presumptions, in reference to 
ownership of property in community states, 
exist. They are the product of vital efforts 
on the part of the jurisprudence of such 
states to co-ordinate matters and have the 
force of law. However, they are not binding 
upon the Commissioner of Internal Revenue. 


Attention will be called to other matters 
as we proceed with our studies. For the 
time being this will suffice to prove the diffi- 
culty of the situation. It is not easy by any 
means to make a proper analysis of a com- 
munity estate from a tax point of view. 


Community Property 


Estates ordinarily contain real and per- 
sonal (tangible or intangible) property and 
life insurance policies. In addition thereto, 
the analyst is bound to come in contact with ex- 
isting living trusts, revocable and irrevocable, 
stock and/or interest purchase agreements 
and wills, with or without testamentary 
trusts. More than that, he must be on the 
lookout for transfers made in anticipation 
of death, where possession or enjoyment 
was to take place at or after death, or 
where a certain amount of control was re- 
tained, thereby making such transfers a part 
of the estate in question and taxable accord- 
ingly. 

Every one of the items heretofore men- 
tioned is of great importance. But it is 
physically impossible to cover this tremen- 
dous field of human endeavor in one or even 
a few articles. Hence, the province of this 
article will be confined to calling attention 
to a few of the most important features of 
the subject in question. For that purpose, 
the California State laws will be referred to 
wherever the subject of the community sys- 
tem is involved, and the Illinois State laws 
wherever the subject of non-community 
matters is in question. 


California Civil Code (Section 687) defines 
community property by stating: 

“Community property is property acquired 
by husband and wife, or either, during mar- 
riage, when not acquired as separate prop- 
erty of either.” 

Separate property of the wife is defined 
by the same code (Section 162) as follows: 

“All property of the wife, owned by her 
before marriage, and that acquired after- 
wards by gift, bequest, devise, or descent, 
with rents, issues and profits thereof, is her 
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separate property. The wife may, without 
the consent of the husband, convey her separate 
property.” (Italics supplied.) 

Separate property of the husband is de- 


fined by the same code (Section 163) as 
follows: 


“All property owned by the husband be- 
fore marriage, and that acquired afterwards 
by gift, bequest, devise, or descent, with 
the rents, issues and profits thereof, is his 
separate property.” (Note—the underscored 
provision of Section 162 is prominent by 
its absence in this section.) 


It may be added thereto, that property 
which the spouses by agreement consider 
as separate property belongs to either of 
said spouses. 


The same code (Section 164) contains the 
following interesting presumptions: 


“ 


. whenever any real or personal prop- 
erty, or any interest therein or encumbrance 
thereon, is acquired by a married woman 
by an instrument in writing, the presump- 
tion is that the same is her separate prop- 
erty; (no similar or identical provision is 
found in reference to the mere husband. He 
has to produce substantial proof in order to 
have property ‘acquired by him by an in- 
strument in writing’ transferred without his 
wife’s consent.) 


when any of such property is ac- 
quired by a husband and wife by an instru- 
ment in which they are described as husband 
and wife, unless a different intention is ex- 
pressed in the instrument, the presumption 
is that such property is the community prop- 
erty of said husband and wife. 


“The presumptions in this section men- 
tioned are conclusive in favor of any person 
dealing in good faith and for valuable con- 
sideration with such married woman or her 
legal representatives or successors in inter- 
est, and regardless of any change in her 
marital status after acquisition of said 
property.” 

The analyst should take into consideration 
one more thing—the date of July 29, 1927. 
On that day Section 16la of the California 
Civil Code was added, wherein it was pro- 
vided that: 


“The respective interests of husband and 
wife in community property during the con- 
tinuance of the marriage relation are pres- 
ent, existing and equal interests under the 
management and control of the husband as 
provided in Sections 172 and 172a of the 
Civil Code. This section shall be construed 
as defining the respective interests and 
rights of husband and wife in the commu- 
nity property.” 
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Of course, this section has no retroactive 
effect, and up to date of its enactment the 
wife’s interest in the community property 
was nothing but a mere expectancy. 


The function of the analyst is, thus, very 
simple. All he has to do is to take into 
consideration the fact that fundamentally 
speaking there are: (1) the wife’s separate 
property, (2) the husband’s separate prop- 
erty and (3) the community property of both 
spouses, and place given property in the 
respective class. Having done that, his 
work in figuring taxes is but a simple mat- 
ter of calculation. 


The matters herein referred to should be 
of help to the analyst. Should need for 
reinforcement become apparent, reference 
could be made to others of the twenty odd 
California codes and supplements thereon, 
three volumes of general laws, and numer- 
ous excellent decisions, interpreting and ap- 
plying respective code provisions. McKinney’s 
New California Digest, as well as other works 
of similar nature, are also highly recom- 
mended. 


Federal Estate Taxes 


Everything heretofore mentioned is ap- 
plicable to and is concerned with “local” 
(California) inheritance and estate taxes. 
We shall now turn our attention to the 
study of matters pertaining to federal estate 
taxes. 

The only guide we have in respect to 
federal estate taxes is Section 402 (b) of the 
1942 Revenue Act and its interpretation and 
application by the United States Supreme 
Court in the Wiener and Herbst cases. 


This section does not make any distinc- 
tion between husband and wife; it is appli- 
cable to both alike. Thus, if one of the 
spouses (husband or wife) dies, the entire 
community property “except such part 
thereof as may be shown to have been re- 
ceived as 

“(1) Compensation for personal services, 
actually rendered by the surviving spouse, 
or 

“(2) Derived originally from such compen- 
sation, or 

“(3) From the separate property of the 
surviving spouse” 
but not “less than the value of such part 
of the community property as was subject 
to the decedent’s power of testamentary 
disposition” 
is charged to the decedent’s estate and taxed 
accordingly. 
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From the study previously made (TAxEs, 
March, 1946, p. 194) it appears that house- 
wives, a class to which both Mrs. Wiener 
and Mrs. Herbst belong, may not qualify so 
as to get the benefit of the heretofore men- 
tioned exception. Neither may surviving 
husbands of the class to which Mr. Herbst 
belonged enjoy the benefit of such excep- 
tion. The United States Supreme Court 
specifically stated in the Herbst case: 


“During the marriage neither decedent nor 
his wife was ever employed by any one at 
wage or salary, and neither received any 
commissions, fees or similar compensation 
for personal services rendered.” 

Hence, neither the decedent nor his wife 
could enjoy the benefits of the heretofore 
mentioned exception. 


In the Wiener case, the Court, however, 
referred to Mrs. Wiener only and stated that : 


“At no time during the existence of the 
community was the wife gainfully employed 
outside of the household, nor did she receive 
from any one any salary or other compen- 
sation for personal services, nor was any 
part of the community property derived 
originally from any separate property of 
her own.” 

Seemingly, the Court has left an opening 
for surviving husbands of the class Mr. 
Wiener belonged to claim the benefit of the 
heretofore mentioned exception. It is un- 
derstood, however, such claim, in no event, 
could exceed one-half of the community 
property (the other half being considered 
as the minimum of the decedent’s estate). 
Even then proof, etc., is necessary. 


Judge J. Hannay of the Texas U. S. Dis- 
trict Court, referring to the subject under 
consideration, states: 


“cc 


. the statute requires an investigation 
of all transactions over a long married life 
in order to determine whether each item of 
property on hand at the time of death was 
derived originally from the separate prop- 
erty or the earnings of the survivor. 


“The parties here were married for forty 
years. 


“Never before have spouses found it nec- 
essary to maintain detailed records of their 
respective contributions to their joint estates.” 


As to the theory of property being “eco- 
nomically attributable” to certain spouses 
by virtue of their earning capacity, let me 
call your attention to the statement hereto- 
fore made by the writer (Taxes, March, 
1946, p. 197) which reads as follows: 


“But why should a surviving husband 
who is ‘the main, if not the sole provider’ 
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have any difficulty [in qualifying under the 
heretofore mentioned exception]? He should 
not, but he may, and, in all probability, will 
experience inconveniences.” 


Referring to the “economically attributa- 
ble” theory, this writer further states: 


“But Section 402 (b) provides its own 
method of ascertaining facts, and the Supreme 
Court has held time and again that where 
the statutory provisions are clear and ex- 
plicit, there is no need to refer to the Con- 
gressional Committee’s report in that respect. 
Furthermore, the Supreme Court denied to 
the surviving spouses in both the Wiener and 
Herbst cases exclusion of any portion of the 
respective community properties, not because 
the property or any portion thereof was not 
‘economically attributable’ to their efforts, 
but because they could not qualify under 
the exceptions referred to in Section 402 (b) 
of the 1942 Revenue Act.” 


Proceeds of Life Insurance 


Section 404 (a) of the 1942 Revenue Act 
is also the subject of our consideration, but 
only in the Wiener case. It is of importance, 
and reads as follows: , 


“The purpose of this subsection, premiums 
or other consideration paid with property 
held as community property by the insured 
and the surviving spouse , shall be 
considered to have been paid by the insured, 
except such part thereof as may be shown 
to have been received as compensation for 
personal services actually rendered by the 
surviving spouse or derived originally from 
such compensation or from separate prop- 
erty of the surviving spouse; and the term 
‘incidents of ownership’ includes incidents of 
ownership possessed by the decedent at his 
death as manager of the community.” (Italics 
supplied.) 

It may be appropriate at this point in 
our study to call attention to the fact that 
the Wiener estate contained fifteen life in- 
surance policies; that the beneficiary of the 
policies was Mrs. Wiener, the decedent’s 
wife; that the decedent possessed what is 
commonly known as incidents of ownership; 
and that the premiums had been paid out of 
community funds. 


It is somehow surprising that little atten- 
tion to this phase of the situation was paid 
by counsel for the Wiener cstate in the 
brilliant brief submitted by them. The rea- 
son seems to be that Section 404 (a) de- 
pends upon Section 402 (b), and that should 
the Supreme Court have declared Section 
402 (b) unconstitutional, Section 404 (a) 


would then have fallen by its own weight. 
Be that as it may, the Solicitor General has 
paid much more attention to Section 404 (a). 
In view of the interest of the subject and 
the Solicitor General’s able discussion of it, 
rather extensive reference will be made to it. 

“In the main’—the Solicitor General 
states in his brief—‘this section does not 
present any substantially different problem 
from that presented by Section 402 (b) (2) 
and all of the reasons which refute the 
charge that Section 402 (b) (2) is invalid 
are equally applicable to Section 404 (a) as 
here applied. 


“The amendments made by Section 404 
(a) are not directed primarily at the com- 
munity property problem. They deal with 
insurance policies acquired with commu- 
nity funds only as an incident to the broader 
purposes of the section to resolve problems 
relating generally to the inclusion of pro- 
ceeds of insurance policies in decedent’s 
estate. 

“Section 404 (a) does not appear to be 
in any way challenged by the appellees, 
insofar as its general operation is concerned. 
The contention seems to be not that these 
amendments are in general invalid, but that 
in giving effect to them Congress had no 
power to provide further that (a) insurance 
premiums shall be deemed to have been paid 
by the insured if they were paid with com- 
munity funds not attributable to the earn- 
ings or income from the separate property 
of the surviving spouse, and (b) that the 
term ‘incidents of ownership’ shall include 
such interests ‘possessed by the decedent at 
his death as manager of the community.’ 

“The decedent had full power to 
direct the disposition of the insurance pro- 
ceeds at his death. And since that power 
was not restricted by any concept deriving 
from the community property system (?) or 
in any other way, it was in no sense one 
exercised by him ‘as manager of the com- 
munity.’ This is enough, quite aside from 
any other consideration, to support the in- 
clusion of the proceeds of these policies in 
his gross estate. There is thus an independ- 
ent basis for the valid application here of 
Section 404 (a).” 

This rather lengthy excerpt became essen- 
tial in order to clarify the government’s 
concept or theory in reference to this rather 
important subject. Even though the Su- 
preme Court’s opinion, in that respect, re- 
sembles the Solicitor General’s contention 
to a very great extent, still we shall pay 
our respect to that opinion first before pro- 
ceeding with our analysis of the subject in 
question. 
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“The inclusion of all the proceeds”—the 
Court states—‘‘of decedent’s life insurance 
policies within his gross estate for purposes 
of estate taxation, requires no extended dis- 
cussion. There is no contention that the 
proceeds of the policies are not made tax- 
able by the terms of section 811 (g) of the 
Internal Revenue Act as amended by section 
404 of the Revenue Act of 1942. The amend- 
ment indicates on its face the purpose to 
bring the provisions for the taxation of the 
proceeds of insurance policies payable at 
death into harmony with the amendment 
taxing community interests, and the court 
below seems to have regarded, as do the 
parties here, the disposition of the questions 
affecting the tax on community interests, as 
determinative of the validity of the tax on 
the proceeds of the policies. But it is suffi- 
cient for present purposes that the tax is 
laid upon the amount receivable by the wife 
as beneficiary of the policies on the death 
of her husband, and that the husband pos- 
sessed at his death an incident of ownership, 
the power to change the beneficiaries. 

“For reasons which we have already fully 
developed in this opinion, the death of the 
insured, since it ended his control over the 
disposition of the proceeds, and gave his 
wife the present enjoyment of them, may 
be constitutionally made the occasion for 
the imposition of an indirect tax measured 
by the proceeds themselves ... .” 

The sum and substance of that contention 
may be demonstrated in the following man- 
ner: 

Assume Mr. Wiener to have been a resi- 
dent of a non-community state. At his death, 
the life insurance proceeds would have been 
included in his estate for either of the follow- 
ing reasons—because he paid the premiums 
or because he retained the incidents of own- 
ership on the policies. As a matter of fact, 
either one of these elements would be sufh- 
cient for the purposes in question. There is 
no difference of opinion on this subject. 

But Mr. Wiener was domiciled in Louisi- 
ana, a community state, and premiums on 
the policies in question were paid out of 
community funds. That, of course, would 
not make any difference. This has been 
covered by Section 402 (b), its interpreta- 
tion and application. 

Besides, the retention of the “incidents 
of ownership” alone is sufficient for the en- 
tire life insurance proceeds to become a 
part of the decedent’s estate. That is true 
insofar as non-community estates are con- 
cerned. The application to community 
states is very doubtful. 
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Admittedly, the policies in question are 
standard policies, built originally for non- 
community states and used there as well as 
in the community ones. And by the terms 
of these policies alone, there was nothing to 
prevent the insured from changing the bene- 
ficiary of the policies and the company from 
consenting to such a change. 


But life insurance companies are charged 
with knowledge of the community laws while 
doing business in community states. They 
know that the greatest portion of the pre- 
miums received by them daily comes out of 
the community funds, and that Mrs. Wiener, 
the surviving spouse and beneficiary, could 
have had (as she did have) a vested interest 
in one-half of the premiums paid on the 
policies, and hence, one-half of the proceeds 
thereof. 


No life insurance company of any stand- 
ing would consider a change of beneficiary 
on the policies in question without the con- 
sent of Mrs. Wiener, the decedent’s wife 
and beneficiary under the policies. And if 
such a change was made without Mrs. 
Wiener’s consent, there was nothing to pre- 
vent the surviving spouse from claiming and 
obtaining one-half of the proceeds of the 
policies. (There are numerous authorities to 
support such contention.) Thus, the situa- 
tion discussed by the Solicitor General, 
while similar to the one in question, is not 
identical. 


Provision of Section 404(a) 


In addition thereto, Section 404 (a) con- 
tains an original and unique provision to the 
effect “that the term ‘incidents of ownership’ 
shall include such interests possessed by the 
decedent at his death as manager of the com- 
munity.” (Italics supplied.) 


Very little attention has been paid to this 
provision by all the parties concerned. Yet 
it is a vital one. The following will clarify 
the situation: 

Let us assume Mr. Wiener has assigned 
his policies to his wife, reported the assign- 
ment and paid the gift tax thereon. The 
wife continued payment of premiums out 
of her own “separate” estate. Everything 
was done to make the transfer complete 
except for the fact that the spouses did not 
find it convenient or advisable to terminate 
the community. Would the proceeds of such 
insurance be excluded from the insured’s 
estate? Except for the provision of Section 
404 (a), no light was thrown upon the sub- 
ject by the Solicitor General or the Court. 
It is an unfortunate provision. The Court, 
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failing to express its opinion in reference to 
it, makes it doubly so. 

The writer has had an opportunity to ex- 
press his sentiments on the subject in ques- 
tion (TAxEs, April, 1945, pages 333-4). It 
can do no harm and might do some good to 
supplement this discussion with reference to 
a few sentiments expressed in that article: 


“As to consideration of the entire life 
insurance proceeds (premiums on which 
have been paid out of community property) 
as a part of the insured’s estate, that is but 
the result of a disregard of the community 
system, and the various state laws applicable 
thereto, reference to which has heretofore 
been made. It is different, however, when 
it comes to the consideration of the manage- 
ment of the community property as one of 
the ‘incidents of ownership.’ 

“‘*Tncidents of ownership’ deal with vari- 
ous provisions of life insurance policies. 
They relate to rights and privileges of the 
insured, in and under such policies or con- 
tracts, and nothing else. How the manage- 
ment of any property, community or non- 
community could have anything to do with 
‘incidents of ownership’ of a particular life 
insurance policy, is something beyond one’s 
understanding. 

“Of course, the community may be termi- 
nated by agreement of both spouses and, 
thus, the management of the community 
eliminated. But such an agreement implies 
the consent of one’s wife, which may or 
may not be forthcoming. Besides, such ter- 
mination of the community results in a gift 
tax under the new gift tax provisions of the 
1942 Revenue Act. And is it worthwhile to 
dissolve the community and pay gift taxes 
(with a possibility of added estate taxes) 
for no other purpose than that of eliminating 
the ‘management of the community’ as one 
of the ‘incidents of ownership’ under a life 
insurance policy or policies? Is it worth- 
while to pay such a price in order to be placed 
on par with the non-community states and the 
citizens thereof?” 


Change of Domicile 


Ordinarily, change of domicile is of great 
importance. The 1942 Revenue Act, insofar 
as it applies to community property, adds 
dignity to it. 

We shall consider the subject first from 
a state (California) viewpoint, and second, 
from a federal estate tax viewpoint. 


After defining the nature of separate 
property of both spouses, the California 
Civil Code (Section 164) provides that: 
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“All other property acquired after mar- 
riage by either husband or wife, or both, 
including real property situated in this State 
and personal property wherever situated, 
heretofore or hereafter acquired while domi- 
ciled elsewhere, which would not have been 
the separate property of either if acquired 
while domiciled in this State, ts community 
property.” (Italics supplied.) 

This portion of Section 164 was on May 
17, 1934, declared unconstitutional by the 
California Supreme Court (Estate of Thorn- 
ton, 1 C. 2d 1) by stating that: 

“We must consider whether sepa- 
rate property acquired by either spouse in 
a common law state can be converted to 
common property by mere act of bringing 
it into a community property state and 
establishing a domicile therein. Again this 
court has repeatedly spoken with a negative 
answer Over a period of more than fifty years.” 

Mr. Justice Langham dissented in that 
case, and, in his opinion, expressed the fol- 
lowing sentiments. 

“T am in fall agreement, of course, with 
the proposition that absolutely owned per- 
sonal property brought into this state by 
the husband cannot be taken from him, nor 
can his ownership or control over it be di- 
minished or impaired by our statute. To 
make such deprivation or impairment of 
vested property right a condition of entrance 
into this state is undoubtedly unconstitu- 
tional, as the majority opinion points out.” 


However, he disagreed with the majority 
of the Court in reference to the interpreta- 
tion and application of certain sections of 
the Civil and Probate Codes to the case in 
question, and stated that: 

“The issue is whether the state of Cali- 
fornia may require that upon the death of 
a decedent, certain property owned by him 
and brought into this state shall be subject 
to the same rules of testamentary disposition 
and succession as community property ac- 
quired in this state. There can be no doubt 
as to the answer. It is a rule of almost 
universal acceptance that the rights of testa- 
mentary disposition and of succession are 
wholly subject to statutory control, and may 
be enlarged, limited or abolished without 
infringing upon the constitutional guaranty 
of due process of law.” 


California Situation 


To clarify the situation, the California 
Legislature has (in 1935) enacted Section 
201.5 of the Probate Code to the effect that: 


“Upon death of either husband or wife 
one-half of all personal property, wherever 
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situated heretofore or hereafter acquired by 
either husband or wife, or both, while domi- 
ciled. elsewhere, which would not have been 
the separate property of either if acquired 
while domiciled in this state, shall belong to 
the surviving spouse oe 


Thus, the local (California) situation is 
very clear. Change of domicile does not 
affect the status of personal property brought 
into this state (California) from a non-com- 
munity one during the lifetime of the respec- 
tive owner. Upon his (or her) death, such 
status is changed into that of a community 
state, wherein the surviving spouse becomes 
vested with one-half of such property. 


The difficulty ordinarily arises where such 
property, in the course of years and during 
the lifetime of the respective owner, becomes 
co-mingled with other property, so that it 
is impossible to separate them. In such case, 
from a local (California) point of view, a 
presumption arises that such property is 
community property. 

Thus, the local (California) situation is, 
comparatively speaking, simple. It is the 
opposite when the federal concept is applied. 

To start with, the status of personal prop- 
erty brought into the community states 
does not change, not only during the lifetime 








of the respective owner but not even at his 
death. Such property, from a federal estate 
tax point of view, is considered in the same 
light as “separate property” of a community 
state and taxed accordingly. 

As to the result of co-mingling properties, 
the federal view is not very much concerned 
about it. The nature of the property, at date 
of acquisition, is the most vital element from 
a tax point of view. As the court has stated 
in the case of Commissioner v. Burke (62 F. 
2d 7, CCA-9; 1932 [3 ustc J 995]), “It is 
almost axiomatic in the law that title to 
property is fixed at the time of acquisition.” 
By title, it may be added, is meant that 
which is substantial and not nominal. 

Of course, the heretofore mentioned Sec- 
tions 402 (b) and 404 (a) of the 1942 Reve- 
nue Act simplify matters. As the element 
of the community has been, for federal estate 
tax purposes, almost entirely disregarded, 
the question is simply whether the husband 
or the wife dies first and the ability of the 
surviving spouse to qualify under the ex- 
ception, heretofore mentioned and consid- 
ered, so as to benefit from it. 

Thus, a proper analysis of one’s estate, 
from a tax point of view, admittedly is not 
the easiest task in the world; yet it is an 
essential one. [The End] 





BALTIMORE, MARYLAND 


The wartime increase in Baltimore’s cost of government, particularly for 
salaries and wages, necessitated a higher tax levy for 1944 than for preceding 
years. General revenue from taxes and other major sources expanded substan- 
tially while general expenditure rose at about the same rate, chiefly because of 


mounting operation expense. 


The expansion of general expenditure was accounted for mainly by a marked 
rise, for nearly all functions, in operation expenses, which had gone up by increas- 
ing amounts ever since the outbreak of war. Public welfare expense, unlike that 


of most other cities, went up somewhat. 


Baltimore in its capacity of a consoli- 


date city-county government administers the social security categories of old-age 
assistance, aid to dependent children, and aid to the blind. 


Baltimore is one of less than half of the thirty-seven cities having population 
of over 250,000 which finance their public school systems as an integral part of the 
city corporation. Its major capital outlay in 1944 was for the completion of con- 
struction, financed by federal funds distributed through the state, of access roads to 
defense plants.—Bureau of the Census, City Finances: 1944, February, 1946. 
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& THE MARCH ISSUE of Taxes—The 
Tax Magazine, we discussed some of the 
income tax cases decided by the courts dur- 
ing 1945 which may have important implica- 
tions for future trends in tax adjudication. 
The same year brought a number of signifi- 
cant decisions in the realm of estate and gift 
taxes. Some of the more important ones 
are digested here. 


Single premium annuity not includible in 
gross estate: In 1937 the decedent bought a 
life annuity for his much younger wife. The 
annuity agreement provided that if the wife 
predeceased her husband before receiving 
an amount equal to a single premium pay- 
ment ($25,000), the balance would be pay- 
able to the decedent unless his wife designated 
others pursuant to power given her to change 
beneficiaries. The decedent had no power 
to alter, revoke, or change his wife’s interest 
in policy. The cost of the annuity was re- 
ported in the decedent’s 1937 gift tax return. 
The Commissioner contended that Helvering 
v. Hallock, 309 U. S. 106 [40-1 ustc § 9208], 
applied. Held: The annuity was not in- 
cludible in the decedent’s gross estate; the 
decedent did not buy annuity in contempla- 
tion of death; the policy interest of the 
decedent’s wife was irrevocable and com- 
plete as of issue date, and the amount paid 
for the policy was not “intended to take 
effect at or after death.” Estate of William 
F. Hofford, Deceased, et al. v. Commissioner, 
4 TC 542 [CCH Dec. 14,305]; appealed to 


and dismissed (nolle prosse) by CCA-3. 


Taxability of transfer subject to remote 
reverter: In 1928 the decedent created an 
irrevocable trust, the income payable to her 
for life and on her death to her two daughters, 
with remainders to their respective decend- 
ants. If there were no surviving descendants 
of either daughter, corpus was to go as ap- 
pointed by the settlor’s will. The decedent 
died in 1934, the daughters surviving. Held: 
This was not a transfer in contemplation of 
death, but reservation of reversionary in- 
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Estate Taxes 


terest subjected entire value of principal to 
estate tax as a transfer effective at or after 
death. Fidelity Philadelphia Trust Company, 
et ano., Executors, v. Commissioner, 65 S. Ct.. 
508 [45-1 ustc § 10,168]. 

In a companion case, the decedent in 1922 
created a trust reserving income for life. 
The trust was to continue for the lives of 
two nieces. If both nieces predeceased the 
settlor, corpus was to be paid to the settlor. 
Held: Full value of corpus was subject to 
estate tax, because until the settlor’s death 
it was uncertain whether corpus would go 
to beneficiaries or revert to him, and there 
is no basis for deducting the value of corpus 
for the period of life expectancies of measur- 
ing lives. Commissioner v. Estate of Lester 


Field, 65 S. Ct. 511 [45-1 uste § 10,169]. 


Period of limitation runs from date of 
payment of assessed tax: On December 24, 
1934, the executor sent $120,000 to the Col- 
lector in payment, under protest, of esti- 
mated estate tax due, which amount was 
carried in suspense account until February 
25, 1935, when a return was filed. On March 
28, 1935, $80,000 was applied to the estate 
tax due. On March 26, 1938, the executor 
filed a refund claim for the $40,000. In 
April, 1938, the Collector assessed deficiency, 
which was paid by application of the balance 
in suspense account and an additional check 
from executor. The Commissioner rejected 
the refund claim. On May 20, 1940, another 
claim for refund, based on additional deduc- 
tions, was filed. The Collector contended 
that the period of limitation on the latter 
claim started December 24, 1934, when he 
received $120,000. Held: That payment 
was in nature of deposit against taxes later 
to be found due. Since payment was not 
made until the tax was assessed, statute of 
limitations ran from date of payment. Tax 
obligation did not become defined until 
April, 1938, when deficiency was assessed. 
Therefore, refund claim of May 20, 1940, 
was filed within three-year period of limita- 
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tions. Lena Rosenman, et al., Executors v. 
U. S., 65 S. Ct. 536 [45-1 ustc J 10,165]. 


Transfers of incompetent held in contem- 
plation of death: A state court adjudged 
the decedent as incompetent. She had an 
annual income of $300,000, only $50,000 of 
which was needed for her support. The 
court was petitioned for high allowances for 
issue and sums for brother and sisters of 
incompetent. Payments up to the incompe- 
tent’s death amounted to $1,400,000. Held: 
Allowances to issue in excess of annual pay- 
ments made prior to adjudication of incom- 
petency were made in contemplation of 
death and were therefore taxable. Issue had 
own funds and were to share in the decedent’s 
estate. However, allowances to collaterals 
were not in contemplation of death as they 
needed funds and would not share in estate. 
As payments for support, they were not in- 
cludible in the decedent’s gross estate. City 
Bank Farmers Trust Company, Administrator, 
etc., v. George T. McGowan, 65 S. Ct. 496 
[45-1 ustc J 10,163]. 


Trust corpus not taxable to grantor: 
Prior to 1931 the decedent created two 
trusts with part of the income payable to 
his two former wives and the balance to 
himself, with remainders to his children and 
their issue. The trustee could, at its abso- 
lute discretion, return any part of corpus to 
the decedent. The government argued that 
the Hallock case controlled. Held: No part 
of the trusts was includible in the decedent’s 
gross estate under Section 302(c) of the 
1926 Act. The 1931 Amendment did not 
operate retroactively to include trusts in 
which the grantor retained the income for 
life. The Hallock principle did not apply 
because the return of corpus to the grantor 
was within sole discretion of the trustee. 
Commissioner v. Irving Trust Company, 
Trustee (Bengler), 147 Fed. (2d) 946 [45-1 
ustc J 10,182]; no petition for certiorari was 
filed. 


Refund claim filed within four years up- 
held: On May 12, 1938, estate tax return 
was filed on the basis of values as of the 
optional valuation date plus the “interim 
income” received during the one-year period 
following death. On March 3, 1941, the 
Supreme Court held, in Maass v. Higgins, 312 
U. S. 443 [41-1 ustc J 10,032], that interim 
income is not a part of the taxable estate. 
On May 24, 1941, more than three years 
after the tax was paid, a claim for refund 
was filed, which the Commissioner rejected 
under the three-year limitation on estate 
tax refunds set by Section 319(b) of the 
1926 Revenue Act as amended. In this first 


Important 1945 Cases 


estate tax case on the point, Held: The 
claim was allowed under Section 3228(a) 
Revenue Statutes, as amended (now Section 
3313 of I. R. C.). This section applies be- 
cause the tax was erroneously and illegally 
assessed and collected, and did not result 
from an overpayment of tax assessed and 
collected upon a correct and legal basis. 
Estate of Charles W. Tindle, Deceased, v. 
U. S., 59 Fed. Supp. 667 [45-1 ustc J 10,183]; 
appealed to CCA-3; affirmed, January 15, 
1946. 


Bequest of iron lungs deductible: Under 
the decedent’s will residuary estate was be- 
queathed for purchase of iron lungs “to be 
given to hospitals that need them.” Ac- 
cordingly, the executor claimed a deduction 
on estate tax return for bequests to charit- 
able organizations. Held: The bequest was 
for a “charitable purpose” within the mean- 
ing of Section 812(d) of I. R. C. and is de- 
ductible from gross estate. Estate of Blanche 
B. Gilbert, Deceased, v. Commissioner, 4 TC 
1006 [CCH Dec. 14,454]; acquiesced, 1945- 
11-12,048. 


Case under United States-Canada Tax 
Convention: A citizen of the United States, 
after an extended residence in Canada, peti- 
tioned for Canadian citizenship. Prior to 
death the decedent had not become a 
Canadian citizen. Held: The decedent died 
a citizen of United States, and therefore 
estate tax must be figured as provided by 
the United States-Canada Tax Convention, 
made effective retroactively to June 14, 1941, 
a date prior to the decedent’s death. Estate 
of Robert Harvey Lyons v. Commissioner, 4 
TC 1202 [CCH Dec. 14,507]. 


Insurance and annuity contracts proceeds 
taxable: The decedent had two single 
premium contracts consisting of insurance 
policy and annuity contract under which his 
wife was designated as “owner” and “pur- 
chaser” respectively. Both provided that 
the wife’s rights on her death should pass to 
the decedent. Should the wife and two 
daughters (the beneficiaries) predecease 
him, the benefits accruing upon his death 
would be payable to his estate. In the lower 
court it was conceded that the proceeds of 
the contracts were not insurance within the 
meaning of Section 302(¢) of the 1926 Act. 
Held: Because of possibility of reverter, 
insurance proceeds were includible in the 
gross estate of decedent under Section 302 
(c) of I. R. C., in accordance with the rule 
in Helvering v. Hallock, 309 U. S. 106. 
Beatrice L. Goldstone, et al., Executors, v. 
U. S., 65 S. Ct. 1323 [45-2 ustc J 10,209]. 


369 











Deduction of compromised charitable be- 
quest allowed: The testator executed a will 
in 1938 and another in 1939, under which 
Lafayette College was beneficiary of the 
residuary estate. Because of annuity provi- 
sions under the second will, the trust was 
slightly smaller. Under Pennsylvania law, 
bequest to the college was void because the 
will was made less than thirty days before 
the decedent’s death. The college contested 
the will and the contest was settled by the 
heirs and next of kin. The executor claimed 
estate tax deduction for the amount paid to 
the college. Held: Payments to such bene- 
ficiary in compromise of will contest are 
deductible as charitable bequests where 
beneficiary would be paid under prior will if 
it successfully contested the later will. 
Estate of Frederick F. Dumont v. Commis- 
stoner, 150 Fed. (2d) 691 [45-2 ustc J 10,216]. 


Disclaimed legacy deductible: The de- 
cedent, within two years of his death, paid 
a gift tax on $400,000 of gifts of securities, 
furnishings, art objects, etc., to her husband. 
She left her husband a legacy of $1,000,000. 
With her husband’s approval, executors con- 
sidered the gift as an advancement and her 
husband took but $600,000 under the will. The 
Tax Court overruled the Commissioner’s 
contention that the gift was made in contem- 
plation of death. The decedent’s will pro- 
vided that any part of bequest not distributed 
to beneficiaries would become part of her 
residuary estate, forty-six per cent of which 
was to go to charity. Accordingly, ex- 
ecutors claimed forty-six per cent of the dis- 
claimed legacy as a charitable deduction on 
the estate tax return. Held: Deduction for 
charitable bequest was allowed. Commis- 
sioner v. Estate of Genevieve Brady Macaulay, 
CCA-2, July 24, 1945 [45-2 ustc J 10,224]. 


Reciprocal trust corpus taxable: Hus- 
band and wife, associates in business and 
finance, set up trusts, each naming the other 
as life beneficiary. The deeds of trust were 
drawn up and executed on the same day but 
not simultaneously. They were substan- 
tially identical, and the corpora consisted of 
jointly owned real estate. The decedents 
kept joint accounts and made their daughter 
sole beneficiary under the wills. Facts show 
that they were instructed not to discuss the 
trusts with each other. On foregoing and 
other facts, trusts were reciprocal, set up 
under a common plan, and each grantor was 
the real settlor of the trust created by the 
other. Held: Corpus of each trust was in- 
cludible in the respective decedent’s estate 
as a transfer intended to take effect at death 
under Section 81l(c) of I. R. C., since each 
had a life estate under the other’s trust. 


Estate of John H. Eckhardt v. Commissioner, 
5 TC No. 80 [CCH Dec. 14,727]. 


Transfer to joint account not taxable: 
About one month prior to her death, the 
decedent transferred to a joint account, with 
right of survivorship, certain securities 
which she had in an agency account. The 
intent was to hold the property jointly. The 
agency account property originally belonged 
to the decedent’s husband and she never 
had any other money. The Commissioner 
contended that the property was taxable 
under Section 81l(c) relating to transfers 
in contemplation of death or under Section 
811(d) as a revocable transfer. Held: 
Transfer was not includible in the decedent’s 
gross estate. Here the decedent’s death was 
sudden and unexpected and transfer was 
made with no thought of estate taxes or im- 
pending death. Except for transfers in 
contemplation of death, Congress never in- 
tended to apply Section 811(d) to jointly 
held property. Estate of Nathalie Kousse- 
vitsky v. Commissioner, 5 TC No. 78 [CCH 
Dec. 14,725]. 


Trust assets taxable in grantor’s estate. 
In 1903, prior to enactment of the Estate 
Tax, the decedent set up a trust for the 
benefit of himself and certain remandermen. 
The trust was to run for the lives of two 
individuals and the survivor of them, one of 
whom predeceased the decedent. The trust 
income was payable to the decedent for life 
and then to his issue. Upon the trust’s 
termination, the corpus was to be paid to 
the decedent if he was living, and if not, to 
others. The decedent died in 1939. Held: 
The trust corpus was includible in the 
decedent’s gross estate. (Note: dissenting 
opinion (six judges) points out that the 
trust was created thirteen years prior to the 
first Estate Tax Law. In Nichols v. Coolidge, 
274 U. S. 531, the Supreme Court denied 
retroactivity to practically the same statutory 
provisions. Until the specific question of 
this case is decided, the rule in the Nichols 
case should be followed.) Estate of Harold 
I. Pratt, Deceased, v. Commissioner, 5 TC 
881; [CCH Dec. 14,776]; appealed to CCA-2, 
January 30, 1946. 


Property disposed of under general power 
of appointment fully taxable: The decedent, 
who died in 1940, exercised a general power 
of appointment over the corpus of a trust 
created by his grandmother, by creating a 
trust for the benefit of his wife, son and 
stepdaughter, and providing that upon his 
wife’s death, $100,000 should be transferred 
to a second trust of which the son and step- 
daughter were given the life income of one- 
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half each, with a testamentary power of 
appointment over their respective shares. 
Held: The entire $100,000 is includible in 
the decedent’s estate as property passing 
under the exercise of a general power even 
though valid remainders may not have been 
created because of the rule against perpetui- 
ties. In the absence of evidence as to the 
value of the remainders, the estate failed to 
sustain burden of showing that the Com- 
missioner was in error in including the en- 
tire value. 


The trustees of the grandmother’s trust 
paid the court costs, bond premiums, attor- 
ney’s fees, etc. However, the executors paid 
sums to the widow during the administra- 
tion of the estate and claimed the amount 
as a deduction under Section 812(b) (4) of 
I. R. C. Held: Since the executors did not 
pay expenses of litigation, they are not de- 
ductible as administration expenses. The 
widow’s exemption was allowed as a deduc- 
tion. Estate of Carl M. Reed, Deceased, v. 
Commissioner, TC Memo., September 18, 
1945 [CCH Dec. 14,764(M)]. 


Possibility of invasion prevents deduction 
for charitable remainder: The decedent set 
up a testamentary trust providing for cer- 
tain fixed income payments for life to his 
wife, mother and sister. The trustees were 
empowered to invade the corpus for the 
beneficiaries’ “comfort and pleasure” as they 
deemed proper at their sole and uncontrolled 
discretion. Upon the death of the annuitants, 
the trustees were directed to pay the re- 
mainder to designated charitable institutions 
and relatives. The Commissioner disallowed 
a deduction for gifts to charity. Held: The 
trustees’ power of invasion made the gifts 
to charity so uncertain as to deny the estate 
the deduction. Industrial Trust Company, 
et al., Executors, v. Commissioner, 151 Fed. 
(2d) 592 [45-2 ustc J 10,231]; petition for 
certiorari filed, January 28, 1946. 


Valuation of charitable remainder; remote 
possibility of invasion: A trust created by 
the decedent gave his wife the income for 
life, with the remainder to charity. If the 
income were less than $20,000 in any year, 
the trustees were, upon the wife’s request, 
to pay her the difference from principal. At 
the time of the decedent’s death, the trust 
income exceeded $50,000, more than half of 
which was derived from municipal and gov- 
ernment bonds. Reinvestment could be 
made only in such securities. These bonds 
were yielding 2.8 per cent at the decedent’s 
death, and the over-all yield was 3.09 per 
cent. In valuing the charitable remainder, 
the Commissioner assumed an interest rate 
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of four per cent. Held: The present worth 
of the remainder should be based on three 
per cent interest rate, bearing in mind 
present and prospective yield. This in- 
creased the value of the remainder by 
$152,000. The court rejected the Commis- 
sioner’s contention that possibility of inva- 
sion of principal rendered the remainder 
non-deductible, asserting that probability 
was too remote in view of the great spread 
between current income and the minimum 
income required to be paid the wife. R. 
Emmett Hanley, Administrator (Potts) v. 
U. S., Ct. of Cls., November 5, 1945 [45-2 
ustc § 10,233]. 


Effect of renunciation of legacies: Under 
her mother’s will the decedent, who died in 
1941, held power of appointment over cer- 
tain property, which, in default of exercise 
or if the decedent died without leaving issue, 
was to be distributed to brothers and sisters 
surviving her. The decedent left no issue, 
but one brother survived. She left $20,000 
each to her three nieces and $10,000 each to 
two nephews, etc. Her will directed that 
if her estate was insufficient to pay legacies, 
deficiencies were to be paid out of the prop- 
erty over which she had power of appoint- 
ment. Her estate was inadequate and one 
nephew and one niece renounced their lega- 
cies, putting the estate in position to pay all 
other legacies, debts and taxes. Held: No 
property passed under the appointment as 
it was never exercised. The renunciations 
were designed to avoid a part of the federal 
estate tax. This did not vitiate the effect of 
the renunciations, as the latter were filed 
with the Probate Court. Estate of Edith 
Fitz v. Commissioner, TC Memo., October 
24, 1945 [CCH Dec. 14,823(M) ]. 


Deduction for property previously taxed 
and valuation of stock: Horlick, Sr., during 
his lifetime made certain gifts to his wife 
and three children, including Horlick, Jr. 
The gifts were valued at $8,000,000, and an 
assessment of nearly $4,200,000 was pro- 
posed. Ata conference between the techni- 
cal staff and the executors of the estate, the 
matter was compromised and settled by ex- 
cluding one-half of the gifts as not having 
been made in contemplation of death and 
including one-half as having been so made. 
The executors of the Estate of Horlick, Jr., 
sought to exclude certain property from the 
gross estate on the theory that it constituted 
property previously taxed (father and son 
having died within four years of each other). 
Held: The settlement, in fact, excluded one- 
half of the gifts, and therefore such gifts were 
not included in the prior decedent’s estate; 
hence no deduction was allowable with respect 
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thereto. The value of the Horlick Malted 
stock was reduced from $85.78, an agreed 
price used in a family transaction, to $50 
based on net worth, earning power, dividend- 
paying capacity, etc. Alexander J. Horlick, 
Administrator (Horlick), v. Frank J. Kuhl, 
Collector, 62 Fed. Supp. 168 [45-2 ustc 
{ 10,228]. 


Community property provisions held con- 
stitutional: In 1907 the decedent, a resident 
of Louisiana, married a Louisiana resident, 
with whom he resided there until his death, 
his wife surviving. During the existence of 
the community the wife was never gainfully 
employed nor did she ever receive any sal- 
ary or compensation for services, nor was 
any part of the community property derived 
originally from any separate property of her 
own. Pursuant to Sections 402(b) (2) and 
404(a) of the 1942 Revenue Act, the Com- 
missioner imposed an estate tax on the 
transfer of community property and on the 
life insurance where the premiums were 
paid from community funds. The appellees, 
children and sole heirs of the decedent, con- 
tested the constitutionality of the sections. 
Held: The sections are constitutional: (1) 


the statutory power to tax the entire com- 
munity property is within the taxing power 
of the United States; (2) the tax does not 
infringe upon the due process clause of the 
Fifth Amendment; (3) the taxing statute 


does not contravene the command of Ar- 
ticle 1, Section 8, of the Constitution, that 
“excises shall be uniform throughout the 
United States”; (4) the tax, so far as it is 
measured by the surviving spouse’s share 
of the community property, is not a direct 
tax which would be invalid because not ap- 
portioned as required by Article 1, Section 8 
of the Constitution; and (5) the tax does not 
invade the powers reserved to the states by 
the Tenth Amendment. Joachim O. Fernan- 
dez, Collector, v. Samuel G. Wiener, et al., 
66 S. Ct. 178; [45-2 ustc J 10,239]. To the 
same effect as to Texas decedent, U. S. v. 
Henry Rompel, Jr., Administrator (Herbst), 
66 S. Ct. 191 [45-2 ustc J 10,240]. 


Deduction for liability as co-endorser on 
note offset by value of right of subrogation. 
The decedent and her sister endorsed two 
notes for $182,000 of a corporation of which 
they were officers and principal shareholders. 
At the decedent’s death, $175,000, represent- 
ing the unpaid balance on the notes, was 
claimed as a deduction from her gross estate. 
At the time, both the corporation and the 
co-endorser were solvent and able to pay 
the amount then due. Upon presentation 
of the note by the bank, it was approved by 
the executors and by the state court. The 


372 


bank consented in writing to the distribution 
of the estate. However, it reserved the right 
to claim against the decedent’s sister as co- 
guarantor. Although the estate never paid 
the claim, a deduction for $175,000 was 
claimed on the estate tax return as a debt 
of the decedent. Held: The deduction was 
allowed but the value of the decedent’s right 
of subrogation was includible in gross estate, 
thus offsetting the deduction claimed. Estate 
of Ethel M. DuVal v. Commissioner, 152 Fed. 
(2d) 103 [45-2 ustc § 10,237]. 


Previously taxed property reduced by 
debt payments: The decedent, who died in 
1941, inherited “rest, residue and remainder” 
of the estate of her husband, who had died 
in 1937. Included in her estate were nine- 
teen items of property with a value of nearly 
$2,500,000, all of which had been included 
in the husband’s estate. Debts, taxes and 
expenses of the prior estate discharged by 
the decedent with her own funds amounted 
to $1,081,000. On the decedent’s estate tax 
return, the executors claimed a deduction 
for the full amount of $2,500,000 for previ- 
ously taxed property. The Commissioner 
disallowed the deduction to the extent of 
$850,000, determining that she acquired this 
amount by purchase, and not by devise or 
inheritance. Held: The deduction for pre- 
viously taxed property under Section 812(c) 
of I. R. C. extends only to the residue of 
the prior estate after payment of all taxes, 
charges, debts, etc., identified with the latter 
estate; the deduction does not apply to the 
extent the property received by the decedent 
exceeds that to which she was entitled un- 
der the husband’s will. Estate of Ada M. 
Wilkinson v. Commissioner, 5 TC No. 140 
[CCH Dec. 14,875]. 


Power to terminate renders trust taxable: 
In 1935 the decedent created three trusts 
to pay the income to his three sons, who 
were to receive the corpus after fifteen years. 
If any son died, his interests were to go 
to his issue. The decedent as trustee had 
the power to terminate the trusts at any 
time and distribute the principal and accu- 
mulations to the persons entitled to receive 
them. The revenue act provision in force 
at the date of the decedent’s death included 
in the gross estate of a decedent the corpus 
of a trust as to which he retained the power 
“to alter, amend or revoke.” The repre- 
sentatives of the estate contended that a 
“power to terminate,” as here, was not em- 
braced by the quoted phrase. Held: The 
transfer was includible in the gross estate. 
The quoted phrase covers a power to termi- 
nate. The 1936 Revenue Act amendment 
adding a power to terminate as a test of 
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the taxability of trusts created after its effec- 
tive date was merely declaratory of existing 
law. Estate of John W. Holmes v. Commis- 
stoner, 5 TC No. 156 [CCH Dec. 14,888]. 


Insurance taxable because of reverter: In- 
surance policy on the life of the decedent 
who died in 1937 provided for a reversion 
of the proceeds to him in the event he sur- 
vived the designated beneficiary. At the 
time of his death Treasury regulations did 
not tax life insurance proceeds where the 
decedent retained a possibility of reverter. 
However, at the time this case was tried 
by the Tax Court the regulations had been 
amended to provide for including such pro- 
‘ceeds under the decision in the Hallock case. 
Held: Proceeds in excess of $40,000 (old 
law) were includible in the gross estate be- 
cause of the possibility of reverter. The 
regulations as amended at the time of the 
trial, and not those in effect when the dece- 
dent died, were applicable. (Section 404-a 
of the 1942 Revenue Act, declaring that the 
term “incident of ownership” does not in- 
clude a reversionary interest, applies to 
decedents dying after October 21, 1942, and 
therefore is not relevant here.) Dorothy 
Simmons Hock, et al., v. Commissioner, CCA- 
8, December 27, 1945 [45-2 ustc § 10,244]. 


Contingent charitable bequest deductible: 
The decedent left residuary estate to trus- 
tees to pay income to a niece for life and, 
upon her death, to a nephew for life. Ifa 
brother survived the niece and nephew, he 
was to receive the entire corpus. Otherwise, 
it was to go to certain charities. At the 
decedent’s death the niece was sixty, the 
nephew sixty-four, and the brother eighty- 
four. The Commissioner disallowed deduc- 
tion for the value of the contingent charitable 
bequests. Held: The deduction was allowed 
because it was a practical certainty at date 
of death that the corpus would go to chari- 
ties, the probability that the brother would 
outlive the niece and nephew being very re- 
mote. The charitable remainder, therefore, 
had an ascertainable market value in view 
of the actuarial evidence. Mary McBurney 
Gardiner et ano., v. Thomas B. Hassett, Col- 
lector, DC Mass., December 20, 1945 [45-2 
ustc J 10,242]. 


Release of trust powers not in contempla- 
tion of death: In 1925, the decedent created 
two trusts for his two children, reserving the 
power, with consent of the trustee and life 
beneficiary, to amend, change, enlarge or 
limit, but in no event to revoke the agree- 
ments. In 1934, he enlarged the trusts by 
adding additional property to each. Under 
the interpretation of the law in 1925 and up 
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to 1937, the mere reservation of powers did 
not make the trusts subject to estate tax. 
In 1937, the interpretation being otherwise, 
he released the reserved powers accordingly. 
The new interpretation of the law made such 
release necessary if the trusts were to be 
excluded from estate tax. Held: The re- 
lease was not in contemplation of death, but 
for the purpose of completing his plans. The 
fact that he released his reserved powers to 
avoid the estate tax was not sufficient to tax 
the trusts under the rule applicable to trans- 
fers in contemplation of death. The inci- 
dental benefit of estate tax avoidance was 
not controlling where the other motives 
were paramount—such as providing for his 
children. Marion H. Allen, Collector, v. Trust 
Company of Georgia et al., Executors (Spald- 
ing), S. Ct., No. 289, January 28, 1946; 
affirming CCA-5, May 3, 1945 [45-1 ustc 
{ 10,199]. 


Gift Tax Cases 


Donee liable for gift tax as transferee: 
The taxpayer received a gift of securities 
from her husband, who filed a gift tax re- 
turn in 1936. The donor was always finan- 
cially able to satisfy any deficiency in gift 
tax, but none was assessed against him with- 
in the three-year statutory period. In 1940 
the taxpayer received notice of a deficiency 
occasioned by the fact that 1935 gifts were 
subject to higher rates of tax because of 
increases of gifts over those reported for 
prior years. Held: The donee, as trans- 
feree, was personally liable up to full value 
of the gift, for gift tax assessed thereon within 
one year after expiration of period of limi- 
tation for assessment against the donor. 
Evelyn N. Moore v. Commissioner, 146 Fed. 
(2d) 824 [45-1 ustc { 10,167]. 


Annual exclusion denied for gift in trust: 
The taxpayer and his wife created for minor 
grandchildren seven separate irrevocable 
trusts. The trust income, and the corpus 
if necessary, might be applied to their main- 
tenance, education and support. Undistrib- 
uted trust income was to be added to the 
corpus, which was distributable in stated 
percentages upon each beneficiary’s reaching 
ages twenty-five, thirty and thirty-five, with 
remainder over in case of death. The par- 
ents were fully able to support the children, 
the trusts expressly contemplating use of 
income only in case of necessity. Held: 
The transfers were gifts of future interest 
and consequently not entitled to benefit of 
annual exclusions. Present enjoyment of 
gifts was contingent upon conditions which 
might arise in the future. Ella F. Fondren 
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et al., v. Commissioner, 65 S. Ct. 499 [45-1 ustc 
{ 10,164]. 


Transfers pursuant to antenuptial agree- 
ments taxable: The taxpayer proposed to a 
woman who was receiving income from a 
trust set up by her deceased husband, ter- 
minable upon her remarriage. She was un- 
willing to accept unless the taxpayer 
compensated her for loss of the trust in- 
come. The taxpayer therefore transferred 
to her stock worth $150,000, and they were 
married. Held: The transfer was subject to 
gift tax; the money consideration must 
benefit the donor to remove the transfer 
from category of a gift. Commissioner v. 
William H. Wemyss, 65 S. Ct. 652 [45-1 ustc 
q 10,179]. 

In a companion case, the taxpayer trans- 
ferred $300,000 in trust for his prospective 
wife in consideration of her releasing all 
rights in his assets, which amounted to more 
than $5,000,000, so that on his death she 
would be entitled to about $1,700,000. Held: 
The release of dower and other marital 
rights in consideration of marriage does not 
constitute an adequate and full consideration 
within the meaning of the tax statute so as 
to exempt the transfer from gift tax. (The 
Court assumed that Congress intended that 
the “consideration” provision in the estate 
tax law also applies to the gift tax.) Charles 
E. Merrill v. John L. Fahs, Collector, 65 S. Ct. 
655 [45-1 ustc § 10,180]. 


Blockage valuation of stock: The tax- 
payer transferred to trust and children two 
large blocks of stock, which he reported in 
his 1934 gift tax return at the mean of high 
and low quotations. In July, 1937, assess- 
ment of $26,700 was made for additional gift 
tax (with interest) based on other adjust- 
ments. A claim for refund, filed in 1939, 
was rejected in 1940. Held: It was com- 
petent and material for taxpayer to submit 
evidence showing the value of large blocks 
of stock to be less than mean price. Also, 
gift tax refund is barred if claim is not filed 
within three years from the tax payment 
date. Here refund was limited to $26,700. 
Horace Havemeyer v. U. S., 59 Fed. Supp. 
537; certiorari denied October 8, 1945 [45-1 
ustc § 10,194]. 


Exclusions disallowed: During 1936 the 
taxpayer set up trusts for his five children, 
three of whom were minors. During 1937 
and 1938 additional gifts were made thereto. 
The trusts provided for accumulations until 
the beneficiaries reached the age of twenty- 
one. Held: The gifts in trust were gifts of 
future interests. Only one-half of the corpus 
was distributable to the beneficiary at the 
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age of forty-five, if he be living. Enjoyment 
of the corpus was obviously postponed. 
Commissioner v. William D. Disston, 65 S. Ct. 
1328 [45-2 ustc J 10,207]. 


Gift tax not refundable: In 1934, the tax- 
payer set up a trust for five years with in- 
come payable to his wife. All income was 
paid to her except $16,000 of 1934 income 
which the court taxed to the donor. Ac- 
cordingly, the donor filed claim for refund 
of gift tax paid on the ground that if the 
trust income was taxable to him, then there 
was no transfer subject to gift tax when the 
trust was created. Held: The gift tax was 
properly determined and assessed, notwith- 
standing the fact that the donor was subject 
to income tax on income not distributed to 
the trust beneficiaries. Herbert G. Goulder v. 
U. S., DC, N. D. Ohio, E. D., May 17, 1945 
[45-2 ustc { 10,210]. 


Accumulated income of revocable trusts 
taxed as gifts to beneficiaries: The taxpay- 
er’s wife set up five trusts for her children. 
The husband was named trustee and was 
given power to terminate trusts. The trust 
instrument provided for accumulation of in- 
come until the beneficiary should reach age 
thirty. During the period from 1933 to 1935 
accumulations amounted to $400,000, and the 
Commissioner contended that they consti- 
tuted gifts. Held: Such accumulations con- 
stitute gifts from taxpayer to beneficiaries 
and are subject to gift tax. (In 121 Fed. 
(2d) 1 [41-2 ustc § 9592], it was held that 
the trustee’s power to cancel, with right to 
acquire trust property, rendered trust income 
taxable to trustee.) H. Smith Richardson v. 
Commissioner, 151 Fed. (2d) 102 [45-2 ustc 
q 10,225]. 


Transfer in trust held completed: The 
grantor set up a trust which was divided 
into three parts, one for each of his grand- 


children then living. He reserved the right 
to name after-born grandchildren as addi- 
tional beneficiaries. Until such issue reached 
age thirty, the entire income was payable to 
the decedent’s daughter. Gift taxes were 
paid on the transfers made. In 1939 the 
grantor relinquished this reserved right, 
after having designated but one such after- 
born grandchild as a beneficiary. Held: 
Transfers to trust constituted completed 
gifts for gift tax purposes, and hence no 
gift tax arose upon the grantor’s relinquish- 
ment in 1939. Estate of Louis J. Kolb, De- 
ceased, v. Commissioner, 5 TC 588 [CCH 
Dec. 14,708]. 


Lump sum divorce settlement not taxable. 
Prior to his divorce in 1941, the taxpayer 
agreed to pay his wife $1,250 monthly and 
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to set up a $100,000 trust fund for his minor 
daughter’s support and maintenance. How- 
ever, at the divorce hearing the parties 
agreed to, and the court approved, a lump 
sum settlement of $625,000 in cash in lieu of 
the monthly payments. The taxpayer was 
discharged of all property rights and claims 
for support of his wife. The monies were 
paid, the daughter’s trust was set up, and 
the Commissioner assessed gift taxes on the 
transfers. Held: Payment to the wife was 
not subject to gift tax; the portion of the 
trust fund in excess of the amount necessary 
for support of the daughter during her mi- 
nority was taxable as a gift. Edmund C. 
Converse v. Commissioner, 5 TC 1014; [CCH 
Dec. 14,813]; the Commissioner does not 
acquiesce, 1946-3-12223. 


Trust transfer not taxable where power 
to revest is retained: The taxpayer trans- 
ferred property in trust, naming her son as 
trustee and life beneficiary. Simultaneously, 





the son agreed to pay the taxpayer $25,000 
annually, which both knew he could not do. 
The trust instrument as well as the annuity 
contract provided that the taxpayer could 
reacquire the trust property at any time 
upon the expected immediate default in the 
annuity payments. The Commissioner con- 
tended that $185,000—the difference between 
the value of the property transferred and 
the value of the annuity of $25,000 to the 
mother, sixty-three years of age—was a gift, 
and assessed the gift tax accordingly. Held: 
The transfer was not a taxable gift since the 
taxpayer retained the power to revest title 
to the trust property in herself. The requi- 
site of a valid gift was not present; donative 
intent was lacking. The purpose of the 
transfer was to enable the son to manage 
the mother’s property more easily. Elizabeth 
S. Hettler .v. Commissioner, 5 TC No. 132 
[CCH Dec. 14,845]. 

[The End] 





HOLD CONFERENCE ON FEDERAL TAXATION 


The University of Miami held its first annual Conference on Federal Taxation 


last month in Miami Beach, Florida. 


The meeting was staged in response to 


the increasing demand for information concerning problems faced by attorneys, 
accountants, life insurance men and others in their handling of cases involving 
federal taxation of income, estates and gifts. 


Among those lecturing at the morning and afternoon sessions were: Charles 
A. Morehead, member of the Florida bar; Samuel J. Foosaner, member of the 
New Jersey bar; Edward N. Polisher, member of the Philadelphia bar and 


Harry J. Rudick, member of the New York bar. 
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A discussion of what the Author 
terms “a merited rebuff” by the Su- 
preme Court. 


the KIRBY and CRAWFORD Decisions 


By FRANK B. APPLEMAN, Attorney 


This analysis supplements the author’s article, 


Properties,” 


HE SUPREME COURT on January 

28, 1946 rendered an opinion’ resolving 
the conflict existing between the Fifth Cir- 
cuit Court of Appeals? and the .Ninth Cir- 
cuit Court of Appeals* on the question of 
whether the lessor-recipient of net profit 
receipts under an oil and gas lease is en- 
titled to the depletion deduction‘ thereon, 
where, in addition to such net profit re- 
ceipts, said lessor received cash and the 
usual royalty for execution of the lease. 
The decision in each case was for the tax- 
payer, whose right to depletion on the net 
profit receipts was sustained. As will be 
shown by the following discussion, how- 
ever, the implications of the decision trans- 
cend the narrow issue decided. 

The facts in both cases were substantially 
the same and may be stated as follows: 

Each taxpayer owned land in fee. Each 
leased its land for the production of oil, 
gas and other minerals. The consideration 
for each lease was a cash down payment, 
a royalty in the usual form and an agree- 
ment for additional payments from the net 
profits of the lease operation. 





“Taxation of Net Profits from Oil and Gas 


which appeared in the November, 1945, issue of TAXES—The Tax Magazine. 


The Commissioner conceded from the 
start that the taxpayers were entitled to a 
depletion deduction on the cash received 
(bonus) and the royalty. He disallowed the 
deduction taken by the taxpayers on the net 
profit receipts. The Tax Court decided 
both cases for the taxpayers.® The Fifth 
Circuit Court of Appeals, one judge dis- 
senting, reversed the Kirby decision, and 
the Ninth Circuit Court of Appeals affirmed 
the Tax Court’s decision in the Crawford 
case. The Supreme Court, in turn, reversed 
the Fifth Circuit Court of Appeals and af- 
firmed the Ninth Circuit.® 


The Supreme Court’s Position 


In discussing the net profit payment, the 
Supreme Court stated: 

“Tf the additional payment in these leases 
had been a portion of the gross receipts from 
the sale of the oil extracted by the lessees 
instead of a portion of the net profits, there 
would have been no doubt as to the eco- 
nomic interest of the lessors in such oil. 
This would be an oil royalty. The lessors’ 





1 Kirby Petroleum Company v 
CCH 19149, 
CCH § 9149. 

* Commissioner v. Kirby Petroleum Company, 
148 F. 2d 80 (1945) [45-1 ustc f 9203.] 

3Commissioner v. Crawford, 148 F. 2d 776 
(1945) [45-1 ustc { 9276]. 

*Internal Revenue Code: 
tions from Gross Income. 

“In computing net income there shall be 
allowed as deductions: 

x * oo 


““(m) Depletion.—In the case of mines, oil and 
gas wells, other natural deposits, and timber, a 
reasonable allowance for depletion and deprecia- 
tion of improvements, according to the peculiar 
conditions in each case; such reasonable allow- 
ance in all cases to be made under rules and 
regulations to be prescribed by the Commis- 
sioner, with the approval of the Secretary. . . 
In the case of leases the deductions shall be 
equitably apportioned between the lessor and 
MI 5. Ss 
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. Commissioner, 
and Commissioner v. Crawford, 


Section 23. Deduc- 


Section 114. 


Basis for Depreciation and Deple- 
tion. 


* a 


‘‘(b) Basis for Depletion.— 
* ok * 

“*(3) Percentage depletion for oil and gas 
wells.—In the case of oil and gas wells the 
allowance for depletion under section 23(m) 
shall be 27'%% per centum of the gross income 
from the property during the taxable year, ex- 
cluding from such gross income an amount 
equal to any rents or royalties paid or incurred 
by the taxpayer in respect of the property... .’’ 

5 Kirby Petroleum Company, 2 TC 1258 (1943) 
[CCH Dec. 13,651] and Anna Vickers Crawford, 
TC Memo., March 24, 1944 [CCH Dec. 13,837(M)]. 

6 For a fuller discussion of the background of 
these cases, see ‘‘Taxation of Net Profits from 
Oil and Gas Properties,’’ June, 1945 issue of the 
Texas Law Review, reprinted in November, 
1945, issue of TAXES at page 1009. 
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economic interest in the oil is no less when 
their right is to share a net profit. As in 
Thomas v. Perkins, 301 U. S. 655 [37-2 ustc 
§ 9315], their only source of payment is from 
the net profit which the oil produces. In 
both situations the lessors’ possibility of 
return depends upon oil extraction and ends 
with the exhaustion of the supply. Eco- 
nomic interest does not mean title to the oil 
in place but the possibility of profit from 
that economic interest dependent solely upon 
the extraction and sale of the oil.” 


The Court’s footnote to this statement 
read as follows: 


“While the reservation of royalties shows 
an economic interest in the oil necessary for 
the satisfaction of the royalties, such reser- 
vation would not show an economic interest 
in oil not necessary for the payment of the 
royalties. But see Estate of Japhet, 3 TC 
86 [CCH Dec. 13,690].” 


The Court pointed out that Section 114 
(b) (3)' excluded from the lessee’s gross 
income from oil or gas produced from the 
property “an amount equal to any rents or 
royalties paid or incurred by the taxpayer 
in respect of the property” and that the 
amount so excluded by the lessee consti- 
tuted gross income from the property to 
the lessor, upon which the latter is entitled 
to depletion. 


The Court then stated: 


“If we assume that the only payment for 
the privilege of oil extraction made to the 
taxpayer lessors by the lessees was the por- 
tion of ‘net income’ paid under the leases, it 
would be clear that such payment of ‘net 
income’ would taxwise be rent or royalty 
paid by the lessees for the privilege of ex- 
traction. Since Section 114 (b) (3) would 
require the lessees to deduct this rent or 
royalty from their gross incomes from the 
sale of oil from the property before taking 
the lessees’ depletion, a gross receipt from 
oil sold, equal to the amount of the ‘net in- 
come’ paid to the taxpayer lessors, would 
not be subject to depletion, unless the tax- 
payer lessors are permitted to apply deple- 
tion to this payment.” 


The Court’s holding immediately preced- 
ing is, of course, plainly dictum since the 
net profit payments involved were not “the 
only payment for the privilege of oil ex- 
traction made to the taxpayer lessors by 
the lessees.” The possible effect of this 
dictum, however, is far reaching, as will be 
shown hereinafter. 


7 See footnote 4. 
8310 U. S. 404 (1940) [40-1 ustc f 9479]. 





The Kirby and Crawford Decisions 





Ironically enough, the Court was com- 
pelled to explain away its earlier dictum in 
the case of Anderson v. Helvering, wherein 
it was stated: 


“A share in the net profits derived from 
development and operation, on the contrary, 
does not entitle the holder of such interest 
to a depletion allowance even though con- 
tinued production is essential to the reali- 
zation of such profits.” 


Import of Anderson Case 


The Court pointed out that the Anderson 
case, supra, did not involve a net income 
question, but that the foregoing statement 
occurred in setting out the series of cases 
dealing with depletion and was supported 
by the citation of Helvering v. O’Donnell*® 
and Helvering v. Elbe Oil Land Development 
Company.” The O’Donnell case involved the 
right of a taxpayer to take depletion on the net 
profit receipts derived by him from the 
oil lease of a purchaser of the taxpayer’s 
stock in a corporation. The purchaser had 
agreed to make such payment as consider- 
ation for the purchase of the taxpayer’s 
corporate stock. At no time did the tax- 
payer ever own the oil property itself or 
have any capital investment therein. Under 
such circumstances, the taxpayer was de- 
nied the right to depletion on the net profit 
receipts. In the Elbe Oil Land Development 
Company case, the taxpayer sold all its 
property, including oil leases, oil and gas 
prospecting permits, drilling agreements 
and equipment, for a cash consideration 
and for a share of the net profits from the 
leases. The agreement specifically provided 
that it was the “intention of the parties to 
this agreement that the full and complete 
ownership, control and operation of said 
properties shall vest, upon execution hereof, 
in Honolulu (the purchaser) * * * and 
Elbe shall have no interest in or to any of 
said properties whatsoever.” The Supreme 
Court, in denying depletion to Elbe on the 
cash payment (Elbe had as yet received no 
net profits under its contract) held that the 
agreement for a share in subsequent profits 
did not qualify “in any way the effect of 
the transaction as an absolute sale.” The 
Court in the instant cases, after so explain- 
ing the import of the O’Donnell and Elbe 
Oil Land Development Company cases, con- 
tinued: 





9303 U. S. 370 (1938) [38-1 ustc f 9156]. 
10 303 U. S. 372 (1938) [38-1 ustc f 9155]. 


1 Flbe Oil Land Development Company, 34 
BTA 333, at 334 (1936) [CCH Dec. 9296]. 
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“Thus the Anderson case correctly stated 
that a share in ‘net profits,’ dissociated from 
an economic interest, does not entitle the 
holder to a depletion allowance. The facts 
of each transaction must be appraised to 
determine whether the transferor has made 
an absolute sale or has retained an economic 
interest—a capital investment. 


“In our view, the ‘net profit’ payments in 
these cases flow directly from the taxpayers’ 
economic interest in the oil and partake of 
the quality of rent rather than of a sale 
price. Therefore, the capital investment of 
the lessors is reduced by the extraction of 
the oil and the lessors should have depletion.” 


In the author’s opinion, the result reached 
on the facts involved is manifestly correct.” 
As indicated before, however, the decision 
as written enunciates conflicting theories 
which will most certainly give rise to further 
litigation and will require reexamination of 
earlier decisions by the Bureau, the Tax 
Court and the Circuit Courts. Whether the 
decision is to be restricted to situations 
in which the facts are similar or is to be 
extended to cover cases which involve dif- 
ferent facts but require application of ana- 
logous principles, remains to be seen. In 
the author’s view, the theory of the decision 
is further reaching than the narrow issue 
decided, but it is not to be carried to the 
extremes which some of its language would 
indicate. Let us now consider the effect 
and implication of the decision. 


Application of Decision 


It is, of course, settled by the decision 
that the owner of the land in fee, who leases 
said land for oil and gas exploration in 
consideration of cash (bonus), the usual 
royalty and a share in the net profits, is 
entitled to depletion on all three types of 
receipts. From the standpoint of the lessee’s 
paying the net profits, it is now settled that 
such payments are excludible from its gross 
income as “rent or royalty” paid by it in 
computing its percentage depletion allow- 
ance, and is deductible as “rent or royalty” 
in the computation of its taxable net in- 


come. Likewise, the dictum of the 


12See the views expressed in the article re- 
ferred to in footnote 6. 

13JIn the earlier case of W. S. Green, 26 BTA 
1017 (1932) [CCH Dec. 7739], it was held, on 
facts identical with the cases here discussed, 
that the net profit receipts by the lessor consti- 
tuted depletable income, but such income was 
characterized as a bonus. This view, while the 
result is the same from the standpoint of the 
lessor, would require the lessee to capitalize the 
net profit payments instead of excluding them 
from its gross income. Sec. 29.23(m)-10(a), Reg- 
ulations 111. 
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cision indicates that a landowner-lessor 
who grants a lease in consideration of cash 
and a share in the net profits from the 
lease operation, reserving no conventional 
royalty, is entitled to depletion on the net 
profit receipts.“ Still unsettled, however, is 
the treatment to be given the cash received 
in the situation just posed.” If the reserved 
net profit payment be considered a strict 
“royalty,” then the result would seem to 
be inevitable that the cash received is a 
bonus and is accordingly taxable as ordi- 
nary income, subject to depletion.“ The 
first part of the Court’s decision in the 
instant cases did not deal with the precise 
question of whether the net profit receipts 
were “rent” or “royalty.” It was sufficient, 
for the purposes of the decision, to hold 
that they were “rent or royalty” within the 
meaning of Section 114 (b) (3), supra. In 
the concluding paragraph of its opinion, 
however, the Court stated that “the ‘net 
profit’? payments in these cases flow directly 
from the taxpayers’ economic interest in 
the oil and partake of the quality of rent 
rather than of a sale price.” The Court was 
here distinguishing the receipts from sale 
price, and it is debatable whether the Court 
was making a deliberate choice between 
“rent” and “royalty.” The phrase “rent or 
royalty” in Section 114 (b) (3) was first 
introduced by the Revenue Act of 1932, and 
the Committee Reports do not elucidate the 
difference in the meaning of the two terms. 
Nor has there been any decision construing 
the meaning of the two words. However, 
it is believed that, as used in Section 114 
(b) (3), they are to be considered synony- 
mous. This conclusion is borne out by 
the unbroken line of decisions which treat 
a delay rental as a non-depletable receipt 
by the lessor.“ Delay rents are “rents,” yet 
they do not constitute an exclusion from 
the lessee’s gross income for purposes of 
computing percentage depletion under Sec- 
tion 114 (b) (3). It is apparent, therefore, 


14The Supreme Court has thus, by dictum, 
indicated its approval of the holding in the case 
of Commissioner v. Felix Oil Company, 144 F. 
2d 276 (CCA 9, 1944), [44-2 ustc { 9434]. aff’g., 
TC Memo., December 18, 1942, [CCH Dec 
12,920-A]. 


18 This question was not involved in the Felix 
Oil Company case, footnote 14. 


1% Burnet v. Harmel, 287 U. S. 103 (1932) 
[3 ustc | 990]; Murphy Oil Company v, Burnet, 
287 U. S. 299 (1932) [3 ustc § 1002]; Herring 
v. Commissioner, 293 U. S. 322 (1934) [35-1 ustc 
1 9012]. 


wJ, T,. Sneed, Jr., 33 BTA 478 (1935) [CCH 
Dec. 9140]; Commissioner v. Wilson, 76 F. 2d 
766 (CCA 5, 1935) 35-1 ustc {| 9284]; Houston 
Farms Development Company v. United States, 
131 F. 2d 577 (CCA 5, 1942) [42-2 ustc § 9783]. 
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that “rents” as used in Section 114 (b) (3) 
must partake of the nature of “royalties” 
to come within that section. Since the 
Court has concluded that a net profit pay- 
ment is a “rent or royalty” within the mean- 
ing of Section 114 (b) (3), it would seem 
that the cash received by the landowner- 
lessor in the case last posed (where he 
leases for cash and a share of the net 
profits) would be treated as a bonus and 
hence as a depletable receipt. 


How does the decision affect cases where 
the landowner-lessor is not involved but 
the lessee is? Suppose A is the owner of a 
leasehold interest. He assigns the lease to 
B for cash, a reserved overriding royalty 
and a share of the net profits. In such case, 
it has long been settled that the cash and 
royalty are depletable receipts.* The in- 
stant decision makes it clear that, in such 
circumstances, the net profit receipts are 
likewise depletable, for no sale has occurred 
and the lessor-assignor still retains a capi- 
tal investment in the oil and gas. 


Absence of Overriding Royalty 


The next likely battleground of future 
litigation is the situation where the lessee 
assigns all its interest in the lease for cash 
and a share of the net profits, reserving no 
overriding royalty. At present, it is held, 
on the basis of the O’Donnell and Elbe 
decisions, that the absence of an overriding 
royalty stamps the transaction as a sale, 
and accordingly the cash and the net profits 
both represent proceeds from the sale of 
property and are not depletable receipts 
by the lessee-assignor.”” However, if the 
lessee-assignor does not assign all, but only 
part, of its interest in the lease, then it is held 
that the net profit receipts are depletable by 
it.” From the assignee’s point of view, it is 
held, in the case where the lessee-assignor as- 
signs all of its right, title and interest in the 





18 Palmer v. Bender, 287 U. S. 551 (1933) [3 
ustc { 1026]; Cullen v. Commissioner, 118 F. 2d 
651 (CCA 5, 1941) [41-1 ustc § 9364]. 


12Marrs McLean, 41 BTA 565 (1940) [CCH 
Dec. 11,030]; aff'd, on other issues, 120 F. 2d 
942 (CCA 5, 1941) [41-2 ustc J 9553]; certiorari 
denied, 314 U. S. 670 (1941); Hstate of Dan A. 
Japhet, 3 TC 86 (1944) [CCH Dec. 13,690], re- 
ferred to by the Court in footnote 6 to its 
opinion. 

2 Marrs McLean, footnote 19. No true over- 
riding royalty was retained by the taxpayer in 
the lease where part and not all of the legal 
title was conveyed. In both situations, viz., 
where all, or where part, of the taxpayer’s 
leasehold interest was assigned, the taxpayer 
could receive only net profits from the opera- 
tion. See the article referred to in footnote 6 
for fuller discussion of this case. 
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lease, that the net profit payments are not 
“rents or royalties” within the meaning of Sec- 
tion 114 (b) (3), supra, so as to be deductible 
from its gross income in computing per- 
centage depletion or in determining its 
taxable net income, but constitute non- 
deductible capital expenditures forming part 
of its leasehold cost." Reduced to its final 
analysis, the question is whether the Kirby 
decision eliminates the necessity of an over- 
riding royalty in order that net profits be 
depletable receipts by a lessee-assignor. 


Since, where a lessee assigns the lease 
for cash and a share of the net profits, the 
lessee-assignor must look only to the oil 
and gas for his profit, it may be argued 
with logic that, even without an overiding 
royalty, he has an ecomonic interest, the 
latter term having been defined in the Kirby 
case as follows: 


“Economic interest does not mean title to 
the oil in place but the possibility of profit 
from that economic interest dependent solely 
upon the extraction and sale of the oil.” 


In a footnote to the above statement, the 
Court stated: 


“While the reservation of royalties shows 
an economic interest in the oil necessary for 
the satisfaction of the royalties, such reser- 
vation would not show an economic interest 
in oil not necessary for the payment of the 
royalties .. .” 


Thus, it would appear that a net profit 
right may be an economic interest even 
though it is not supported by a strict 
royalty, since the reserved royalty supports 
only itself as an economic interest. More- 
over, by its dictum, referred to hereinbefore, 
the Court stated that, had the lessors re- 
served only a share in the net profits, such 
net profits would still be depletable. Force 
is added to this line of reasoning by the 
fact that the Court likened the right to 
share in net profits, retained by the land- 
owner-lessors, to the right involved in 
Thomas v. Perkins, by stating that “As in 
Thomas v. Perkins, 301 U. S. 655, their (the 
landowner-lessors) only source of payment 
is from the net profit which the oil pro- 
duces.” The cited case did not involve a 
landowner-lessor. The taxpayer there was 
the assignee of certain lessees. The assign- 
ment to the taxpayer by said lessees recited 





21 Quintana Petroleum Company v. Commis- 
sioner, 143 F. 2d 588 (CCA 5, 1944) [44-2 ustc 
1 9380]; aff’g, 44 BTA 624 (1941) [CCH Dec. 
11,838]; Burton-Sutton Oil Company, Inc., 3 TC 
1187 (1944) [CCH Dec. 14,064]; aff’d, 150 F. 2d 
621 (CCA 5, 1945) [45-2 ustc {| 9359]; certiorari 
denied, 66 S. Ct. 93. 
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that in consideration of a cash sum and “of 
the further sum of Three Hundred Ninety- 
Five Thousand Dollars ($395,000.00) to be 
paid out of the oil produced and saved from 
the . . . lands, and to be one-fourth of all 
the oil produced and saved . . . until the 
full sum is paid, we . . . do hereby 
bargain, sell, transfer, assign, and convey 
all our rights, title, and interest in and to 
said leases and rights thereunder.” 

The question was whether the proceeds 
paid, as above set forth, were includible in 
taxpayer’s gross income or in the gross 
income of the lessee-assignors. The Court 
held that the assigned, considered as a 
whole, showed that the lessee-assignors 
intended to withhold from the operation 
of the grant one-fourth of the oil to be 
produced and saved up to an amount suf- 
ficient when sold to yield $395,000.00. By 
this reservation, the lessee-assignors had 
retained an economic interest in the oil and 
gas upon which they would be entitled to 
depletion. Consequently, the Court held, 
the income from that interest was not 
chargeable to the taxpayer, the assignee. 

Thus, if a lessee assigns a lease for cash 
and a share of the net profits from the oil 
operation, the lessee’s only source of pay- 
ment is from the net profits which the oil 
produces. The lessee-assignor’s possibility 
of return depends upon oil extraction and 
ends with the exhaustion of the supply. 
The language of the Court’s opinion indi- 
cates that the lessee-assignor in that case 
would be in exactly the same situation as 
the lessee-assignors were in Thomas wv. 
Perkins, supra. It could tenably be argued, 
therefore, that the lessee-assignor who re- 
tains a net profit right without an over- 
riding royalty should receive the same tax 
treatment as the lessee-assignor who retains 
an oil payment right without an overriding 
royalty. 


Conflicting Statements 


The exact meaning of the views ex- 
pressed by the Court in the early part of 
its opinion, which would lead to the con- 
clusion stated above, is clouded, however, 
by the subsequent statement in its opinion 
that: “the Anderson case correctly stated 


22 The meaning of this statement is obscure. 
The landowner-lessor who leases for cash and a 
share of the net profits was said to have an 
“economic interest.’’ With what other ‘‘eco- 
nomic interest’’ was the net profit right associ- 
ated? The Court plainly indicated that the net 
profit right in such case was an ‘‘economic in- 
terest’’ in and of itself. It was therefore ‘‘dis- 
sociated’’ from any other ‘‘economic interest,”’ 
unless the fact that the lessor was a landowner 
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that a share in ‘net profits,’ dissociated 
from an economic interest, does not entitle 
the holder to a depletion allowance.” * This 
statement followed the Court’s explanation 
of its earlier Elbe Oil Land decision, where 
it pointed out that in the instrument there 
involved was a provision that “consideration 
other than the ‘net profit? payment should 
result in ‘full ownership” to the buyer. The 
transaction which included the clause for 
‘net profit’ was a sale of all the right, title 
and interest in the property, which con- 
sisted of tangible personalty and drilling 
permits, agreements, and leases.” 

If the assignment in the Elbe Oil Land 
case had been worded in the same way as 
that involved in Thomas v. Perkins, supra, 
excepting that the reservation was of net 
profits, instead of the gross proceeds of 
production, is it not logical—in view of the 
Court’s casting aside of the distinction be- 
tween net and gross proceeds, where the 
oil supply in either case must be resorted 
to for the profit—to conclude that the net 
profit receipts reserved by Elbe would have 
been accorded the same treatment as the 
oil payment in Thomas v. Perkins ?* 

These conflicting views in the Court’s 
opinion will no doubt lead to uncertainty 
and litigation, particularly when they are 
applied to the situation of the lessee who 
assigns his lease for cash and a share of 
the net profits. The various results that can 
be reached based upon the Court’s language 
and dictum have been explored above. De- 
spite these possibilities, it is the author’s 
belief that the Court intended no violent 
break with the past in this field of tax law. 
It is submitted that if the legal history in 


is ipso facto considered an economic interest to 
support the net profit right. The fact that the 
usual royalty was reserved was deemed of no 
moment insofar as the net profit right was con- 
cerned, since the Court, in its footnote, stated 
that a reservation of royalties ‘‘would not show 
an economic interest in oil not necessary for the 
payment of the royalties.’’ 

*%3—n the instant opinion, the Court distin- 
guished the Elbe decision on the ground that 
the instrument involved was couched in lan- 
guage showing that EHlbe had parted with its 
interest in the properties assigned and the net 
profits were, therefore, sale price. It may be 
noted that no stronger words of sale could have 
been used than were employed in the instru- 
ment involved in Thomas v. Perkins. By dis- 
tinguishing the Elbe case on the basis of the 
words contained in the instrument of convey- 
ance, has not the Court run afoul of its own 
statement in Anderson v. Helvering, supra, 
where it stated, in commenting upon Thomas 
v. Perkins: 

“‘The decision did not turn upon the particular 
instrument involved, or upon the formalities of 
the conveyancer’s art, but rested upon the prac- 
tical consequences of the provision for payments 
of that type.”’ 
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this field is kept in mind, the conflicting 
statements in the Court’s opinion may be 
reconciled and the decision placed in its 
proper niche. 


Keynote of Decision 


The keynote of the decision is contained 
in the Court’s statement: 


“The facts of each transaction must be ap- 
praised to determine whether the transferor 
has made an absolute sale or has retained an 
economic interest—a capital investment.” 


With this as a guide, the author believes 
that the ostensibly divergent theories enun- 
ciated in the Court’s opinion may be har- 
monized on the ground that a provision for 
net profits standing alone will support de- 
pletion thereon where the facts of the situ- 
ation and the intent of the parties disclose 
plainly that the one to whom the net profits 
are to be paid has not severed all legal and 
equitable relationship with and control of 
the property producing the oil and gas. 
Thus, in the case at bar, neither Kirby Pe- 
troleum Company nor Crawford had parted 
with their interest in the property; that is, 
they had not made a sale thereof. The 
retention of net profits alone is not suf- 
ficient to show that a legal or equitable 
relationship to the property has been re- 
tained. Thus, where a sale is intended and 
consummated, the provision for payment to 
the vendor of net profits by the vendee will 
not support a depletion allowance on the 
net profit receipts, since such receipts are 
not income from an economic interest in 
the property, but income from the sale of 
the economic interest itself. Helvering v. 
Elbe Oil Land Development Company, supra. 
Conversely, if no sale is intended, nor in 
fact consummated by the parties, then the 
provision for net profits does not, of itself, 
require that the transaction be categorized 
as such. As applied to the situation where 
a lessee assigns his leasehold interest for a 
share in the net profits, but retains no 
overriding royalty, this would mean that, 
while the absence of an overriding royalty 
would prevent the transaction from being 
a traditional sublease, nevertheless it does 
not follow automatically that a sale has 
occurred. If a joint venture relationship, 
for example, were created, then each ven- 
turer has an economic interest in the oil 
and gas to the extent of his interest, even 
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though he is to receive only his share of 
the net profits of the venture. 


Relationship Test 


Under this view, it follows that the 
correctness of the decisions referred to in 
footnotes 19 and 20, hereof, is to be judged 
by an appraisal of the facts involved; that 
is, whether a sale of property was intended 
and in fact consummated, or whether a 
joint venture relationship was intended and 
in fact created. Since in those cases the 
Tax Court could on all the evidence have 
found that a sale occurred, it follows that 
the results reached would probably be sus- 
tained by the Appellate Courts.% Follow- 
ing the same approach, it would appear that 
the decisions in Reynolds v. McMurray,* and 
Helvering v. Armstrong,* which involved 
“carried interests,” are also correct, the 
courts having concluded that a joint ven- 
ture relationship existed.” 


Prior to the decision discussed, it had 
been the tendency of the Bureau and some 
courts to seize upon the appearance of the 
words “net profits” in any deal, and cate- 
gorically to deny depletion thereon, irre- 
spective of the legal and factual relationship 
of the parties to the oil producing property. 
This view has received a merited rebuff by 
the Supreme Court’s decision in the instant 
cases. Under the Court’s decision, the ulti- 
mate question for decision in cases where 
net profits are involved is—as it should be 
—what relationship to the oil producing 
properties does the taxpayer have, under 
all the facts and circumstances of the case? 
The treatment to be given the net profit 
receipts should follow—and not solely de- 
termine—that relationship. [The End] 








24 Whether the Tax Court would have decided 
the Japhet case as it did, in view of the instant 
decision, is speculative. Equally speculative is 
whether the Supreme Court’s reference to the 
Japhet case in the footnote to its opinion, con- 
sidering the setting in which it was cited, con- 
stituted approval or disapproval of the case. 

260 F. 2d 843 (CCA 10, 1932) [3 ustc J 981]; 
certiorari denied 287 U. S. 664 (1932); on second 
appeal, 77 F. 2d 740 (CCA 10, 1935). 

26 69 F. 2d 370 (CCA 9, 1934) [1934 CCH { 9137]. 
This case and that cited in footnote 20 are dis- 
cussed at length in the article cited at foot- 
note 6. 

27 The Bureau of Internal Revenue, in 1941, 
ruled that the cases cited in footnotes 25 and 26 
would no longer be followed by it. G. C. M. 
22730, 1941-1 C. B. 214 at 223. 






































Two examples of judicial legislation by resort to unorthodox statutory interpretation 


WHAT I58 A GIFT? 


By HERBERT RAND 
Member of the New York Bar 


HE DECISIONS in Commissioner v. 

Wemyss, 324 U. S. 303 (1945), and Merrill 
v. Fahs, 324 U. S. 308 (1945), companion cases, 
are excellent examples of judicial legislation 
by resort to unorthodox statutory interpreta- 
tion. Judicial legislation to fill a small gap 
in a tax statute in order to protect the reve- 
nues is beyond criticism. But where the 
Court roams at large and thus usurps the 
function of Congress, creating judicial legis- 
lation as a matter of fiscal policy, it encour- 
ages congressional inertia. 

In the Wemyss and Merrill cases the Court 
had to consider the meaning of the word 
“sift” as used in the gift tax statute. The 
law provides that if “property is transferred 
for less than an adequate and full consideration 
in money or money’s worth, then the amount 
by which the value of the property exceeded 
the value of the consideration shall * * * be 
deemed a gift * * *.” The Court rejected the 
“plain” or “colloquial” or “simplicter” mean- 
ing which it had theretofore ascribed to the 
word “gift” on other occasions. It held that 
Congress had: intended the word to have the 
“broadest and most comprehensive mean- 
ing’; it evolved a mechanical method for 
determining whether a gift had been made 
by providing in effect a mathematical for- 
mula for resolving the question of what is 
a gift, but left that question otherwise un- 
answered. 


Involve Similar Facts 


The Wemyss and Merrill cases involved 
similar facts. Each taxpayer, a man in his 
fifties, was contemplating matrimony. The 
taxpayers and their respective fiancees were 
represented by separate independent coun- 
sel, and the transaction in each case was 
free from donative intent in the colloquial 
sense of the word. Pursuant to prenuptial 
contract, each husband made a transfer to 
his wife. In each case there was considera- 
tion for the transfer under conventional 


common law concepts. Each wife acquired 
rights under the contract which would have 
been enforced in a court of law if the hus- 
band had failed to make the stipulated trans- 
fer. In neither case was there any suggestion 
of a tax avoidance motive. Nevertheless, in 
each case the transaction was held to consti- 
tute a gift. 


In order to support the decisions that both 
the Wemyss and Merrill transactions were 
taxable gifts, the Court held in effect that 
for purposes of the gift tax laws: (1) The 
search for “donative intent” is not a proper 
test; (2) “adequate and full consideration” 
refers to benefits actually received by the 
donor and not detriment suffered by the 
donee; and (3) the relinquishment of dower 
or marital rights can never constitute ade- 
quate and full consideration “in money or 
money’s worth.” 


What Test to Apply? 


What test does one apply to exclude a 


“ 


transfer as “donative” or as “bona fide” or 
as a “business transaction within the mean- 
ing of ordinary speech,” if not the subjective 
test of donative intent? The finding of fact 
made by the Tax Court in the Wemyss case 
was that the transfer was not made in the 
ordinary course of business. It is conceiv- 
able that the Tax Court might have made a 
contrary finding of fact as did the Circuit 
Court of Appeals, which saw an arm’s 
length bargain and an absence of donative 
intent. Whenever the facts bring the case 
into that shady zone of bona fides—where 
it is difficult to see whether what has all the 
appearances of a business transaction is one 
in fact—the courts will be in the embar- 
rassing position of having to consider a 
factor which the Supreme Court says they 
must disregard. 

There is nothing in Section 1000 (gift tax 
statute) of the Internal Revenue Code to 
indicate that Congress intended an objective 





A digest of the article in the Kentucky Law Journal, January, 1946. 
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test as distinguished from a_ subjective 
test. Section 1002, relating to transfers for 
less than adequate and full consideration, 
applies to transactions which are not gifts 
because made for a consideration. As to 
these, Congress plainly indicated that they 
would constructively be deemed gifts to the 
extent of the inadequacy of the considera- 
tion. It is difficult to justify treating these 
two sections as one, where Congress created 
them separately. However, the Tax Court 
approached this problem pragmatically by 
“fusing” both sections, and the Supreme 
Court gave its blessing to the union. Having 
united the sections, it became a simple mat- 
ter to ascribe to Congress a single external 
test in lieu of the subjective test which might 
have seemed appropriate in the application 
of a disunited Section 1000. 


Definition Lacking 


This brings us to a consideration of that 
part of the Supreme Court’s decisions which 
makes short shrift of detriment as “con- 
sideration” for the purpose of the gift tax. 
Neither the gift tax nor the related regula- 
tions define “consideration.” With one ex- 
ception (Commissioner v. Bristol, 121 F. (2d) 
129), the courts have generally held that any 
consideration sufficient to support an ordi- 
nary contract would suffice to take the trans- 
action out of the gift tax law even though 
the consideration was not received by the 
transferor. The Supreme Court followed 
the Bristol case in holding that the value 
of the property or rights given up by the 
transferee was irrelevant, the test being what 
the transferor received. In the Wemyss case 
the Court presumed that “it will hardly be 
suggested * * * that Congress, in reimposing 
the gift tax in 1932 and deleting the express 
requirement that consideration must be re- 
ceived, meant to exclude transfers that would 
have been taxed under the 1924 Act.” The 
writer suggests that one reasonable explana- 
tion of why Congress omitted the word 
“received” in reimposing the gift tax is that 
it intended that the test for “consideration” 
in the gift tax field should not be more 
onerous than the test for consideration to 
support the deductibility of a claim in the 
estate tax field. A second possible explana- 
tion may lie in the fact that transfers by gift 
between 1926 and the effective date of the 
1932 Act would have been free of the gift 
tax, there being no taxing statute then in 
effect. This suggests that the omission of 
the word “received” in the re-enactment of 
the gift tax may indicate that Congress was 
satisfied to take “half a loaf,” since it would 
have been entitled to nothing more. 


What Is a Gift? 





Having dispensed with the test of dona- 
tive intent and having enunciated the rule 
that consideration for gift tax purposes must 
be regarded from the view of physical re- 
ceipt, the Court had one last hurdle to sur- 
mount, viz.: the meaning of “in money or 
money’s worth,” for gift tax purposes. Dower, 
curtesy, or statutory rights created in lieu 
thereof, and a relinquishment of any of them, 
are reducible to money value, and the Court 
states that it has been so held. Because they 
were reducible to money value, it was neces- 
sary for Congress to exclude the relinquish- 
ment of such rights from the definition of 
consideration “in money or money’s worth” 
for purposes of the estate tax. The gift tax 
statute does not exclude relinquishment of 
dower as consideration “in money or money’s 
worth.” Treasury Regulations 79 provide: 
“A consideration not reducible to a money 
value, as love and affection, promise of mar- 
riage, etc., is to be wholly disregarded and 
the entire value of the property transferred 
constitutes the amount of the gift.” The 
Court has in effect expanded the text of the 
Treasury Regulations by interpreting the word 
“etc.” to include a relinquishment of dower, 
curtesy, and statutory rights created in lieu 
thereof. The nature of the items read into 
the Regulations in place of the word “etc.” 
is such that they are reducible to money 
value, whereas the items preceding the word 
“etc.” are not. Thus the Court has put the 
ax to another ancient rule, that of ejusdem 
generis. 


Need Correlation 


In a desire to curb tax avoidance in situa- 
tions similar to those in the Wemyss and 
Merrill cases, and to simplify the gift tax 
laws, the Court has created a series of per- 
plexing problems. The necessity for legis- 
lative intervention for correlation of gift tax 
and estate tax is recognized by the Court 
in the Merrill case. It is doubtful whether 
such correlation would offer an adequate 
solution unless it were coupled with a cor- 
relation of the income tax laws as well. An 
adequate treatment of problems such as 
those resulting from decisions similar to 
the Wemyss and Merrill cases may also 
require that the Treasury be given broader 
administrative authority under which it could 
implement the law with full and comprehen- 
sive regulations which it would uniformly 
follow and which would be entitled to the 
respect of the courts. With such regulations, 
based upon properly correlated estate, gift, 
and income tax statutes, the courts should 
be less inclined to operate in the domain of 
fiscal policy. [The End] 
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SEQUELS TO THE S.t.U A CASE 


By JOHN V. BLOYS of New York City 


‘HE U. S. SUPREME COURT has heard 
oral arguments of two cases, the deci- 
sions of which should resolve some of the 
troublesome questions that went along with 
its discovery two years ago in the South- 
Eastern Underwriters’ case that insurance 
was interstate commerce. The first of these 
pending cases, People v. Robertson (argued 
January 8 and 9), questions whether or not 
state insurance licensing and regulatory laws 
violate the commerce clause in view of the 
interstate commerce status that insurance 
now has. The other case, Prudential v. Ben- 
jamin, Commissioner of South Carolina, ques- 
tions whether a state may impose a premium 
tax on foreign (and not domestic) insurance 
companies without its being a discrimination 
that is forbidden by the commerce clause. 


People v. Rohertson 


People v. Robertson may succeed Paul v. 
Virginia*® as the leading case on insurance 
supervision and is the first interstate com- 
merce case involving insurance for the Court 
to pass on since S. E. U. A. Like Paul in 
the 1869 Virginia case, Robertson sold in- 
surance (in California) without complying 
with the state licensing statutes. Robertson 
admits his violation of the two statutes® 
under which the fines in question were im- 
posed, but contends that these statutes inter- 


1 United States v. South-Eastern Underwriters 
Association, et al. (June 5, 1944), 64S. Ct. 1162; 
322 U. S. 533; 88 L. Ed. 1440. See 23 TAXES 610 
for a discussion of the questions. 


2 Paul v. Virginia (November 1, 1869), 8 Wall 
168; 19 L. Ed. 357, wherein Court held a Vir- 
ginia licensing statute not a violation of the 
commerce clause because the issuance of an in- 
surance contract was not commerce, 


One section (§ 703(a) California Insurance 
Code) forbids anyone to act as an agent for a 
nonadmitted insurer, and the other (§ 1642, 
idem) forbids anyone to act as an insurance 
agent without an agent’s license. 
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fere with interstate commerce and are 
accordingly invalid. Robertson’s position is 
about the same as Paul’s was seventy-six 
years ago. It seems fairly safe to predict 
that history will repeat itself in the actual 
holding also (i. e., that the unlicensed agent’s 
conviction and the state’s statutes will both 
be upheld), but on the ground this time 
that the California statutes are a valid 
exercise of police power instead of on the 
ground that insurance is not commerce. If, 
however, there is a contrary holding—that 
the California statutes are invalid as an in- 
terference with interstate commerce—such 
a decision would seem to have to take down 
with it most state insurance statutes, except 
insofar as they have since been validated by 
Public Law 15, the McCarran-Ferguson Act. 
This act* will probably not be a factor in 
the Robertson decision because it became law 
after Robertson was convicted and its con- 
sideration in this criminal proceeding would 
deprive him of his constitutional guaranties 
against ex post facto laws. Since this act 
will be considered, however, in the Benjamin 
case and in most of the other cases that are 
on their way up to the Supreme Court, a 
brief discussion of it seems to be in order. 


Congressional Consent—Public Law 15 


Public Law 15 is best known as a mora- 
torium for the insurance business from the 
anti-trust laws. The moratorium language, 
which is contained in the latter half of the 
act, provides that until January 1, 1948, and 
with certain exceptions, the Sherman Anti- 
Trust Act and related federal acts shall be 
inapplicable to the business of insurance. 
The first part of the act, however, is of much 
more importance in connection with the 


The McCarran-Ferguson Act was approved 
March 9, 1945, several months after Robertson’s 
alleged unlawful activities in the state. 
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This article by Mr. Bloys, assistant general counsel 
for the Life Insurance Association of America, dis- 
cusses two insurance cases heard recently by the Court. 


pending cases.® It will be noted that in this 
first part, Congress does three things: (1) 
declares its belief that state regulation and 
taxation of insurance are in the public in- 
terest; (2) negatives the so-called congres- 
sional silence doctrine; and (3) specifically 
provides (in Section 2(a)) that insurance 
shall be subject to the state laws which regu- 
late and tax it. 


The language negativing the congressional 
silence doctrine ® (which is contained in the 
last clause of the first section) seems a 
superabundance of caution, because the rest 
of the act is actually as definite an articula- 
tion by Congress on this subject as is possible. 


Section 2(a) is of primary importance in 
its effect on the pending insurance-interstate 
commerce litigation. The language is an 
expression of consent by Congress that the 
states shall continue to regulate and tax 


5 The first part of P. L. 15 reads: ‘‘That the 
Congress hereby declares that the continued 
regulation and taxation by the several States 
of the business of insurance is in the public 
interest, and that silence on the part of the 
Congress shall not be construed to impose any 
barrier to the regulation or taxation of such 
business by the several States. 

“Sec. 2(a) The business of insurance, and 
every person engaged therein, shall be subject 
to the laws of the several States which relate 
to the regulation or taxation of such business.”’ 

® The ‘‘congressional silence doctrine’ is gen- 
erally understood to mean that where Congress 
has not spoken about ‘‘subjects national in 
character,’’ i. e., those matters needing national 
uniform control (as distinguished from local 
matters that may be locally controlled), this 
Silence ‘‘indicates its will that the subject shall 
be left free from any restrictions or imposi- 
tions’’ by the state. Robbins v. Taxing District 
of Shelby County (March 7, 1887), 120 U. S. 489; 
30 L, Ed. 694. 


Sequels to the S. E. U. A. Case 


insurance. The doctrine that Congress can 
enable the states to take action with respect 
to interstate commerce, which they other- 
wise could not validly take, was discussed 
by Professor Noel T. Dowling of Columbia 
in a 1940 Law Review article and also in a 
later memorandum by him and Professor 
Edwin W. Patterson in December, 1944." 


The apparent purpose of Section 2(a) was 
to take advantage of this congressional con- 
sent doctrine as an added precaution in pre- 
serving state insurance laws. The Supreme 
Court since then has specifically recognized 
the existence of such a doctrine in two cases * 
which, although not involving insurance, left 
little doubt that they would apply equally 
to insurance. 


Thus, even if the Robertson case should 
result in a decision unfavorable to state 
regulatory laws, the way would still be open 
for a decision upholding such laws in a 
subsequent case in which the state statutes 
challenged could have the support of the 
congressional consent in Public Law 15. 
Probably the quickest case to go up would 
be First National Benefit Society of Arizona v. 
Garrison, now awaiting decision in the Cir- 
cuit Court of Appeals for the Ninth Circuit. 
This was an action by the same society 
involved in the Robertson case for damages 
($1,200,000) and for an injunction to restrain 

[Continued on page 398] 


7 Interstate Commerce and State Power (No- 
vember, 1940), 27 Virginia Law Review 1; the 
1944 memorandum was reprinted in the Hastern 
Underwriter of December 22, 1944. 

8 International Shoe Co. v. Washington (De- 
cember 3, 1945), 90 L. Ed. 109. (Adv. op.). 
Southern Pacific Co. v. Arizona (June 18, 1945), 
89 L. Ed. 1469 (Adv. op.). 
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A review of the development and present status of the various formulae used in 


Allocation 


of Income 


For Purposes of Corporate Taxation 


by NATHANIEL L. GOLDSTEIN, Attorney General 
of New York State 


HE TAXES levied upon corporations 

by state governments, giving rise to the 
problem of allocation of income, may be 
classified into two main groups, viz., fran- 
chise taxes and excise which partake of the 
nature of property taxes. The former is im- 
posed on a corporation as a payment for the 
privilege of exercising the corporate franchise 
or of doing business within the state, the 
amount of the tax being measured by the 
amount of the income or upon some other 
appropriate basis, while the latter is levied on 
the actual profits resulting from the activities 
of the corporation during the taxable period, 
and, therefore, is a tax directly upon the in- 
come of the corporation. A domestic corpo- 
ration may be taxed solely for the privilege of 
doing business within the state, whether it 
exercises that privilege or not; but a foreign 
corporation may be taxed only on the basis 
of property owned or business done within 
the state. It is well settled that a state is 
prohibited from taxing the activities of a cor- 
poration which is engaged solely in inter- 
state commerce.* But where a corporation 
is engaged in commerce both within and 
without the taxing state, the state may tax 
the corporation on the basis of the property 
situated and the income attributable to busi- 
ness conducted within its borders.? This 
gives rise to the problem of how to deter- 
mine what proportion of the total income 
earned or capital employed by a corporation 
doing both an intrastate and an interstate 
business may be the basis for a tax levy by 
the state within whose borders the corpo- 
ration is engaged in business. The alloca- 
tion formula which a state adopts usually 
applies to domestic and foreign corporations 


1 Alpha Portland Cement Co. v. Massachusetts 
(1925), 268 U. S. 203; Matson Navigation Co, v. 
State Board (1936), 297 U.S. 441, 446. 

2 International Shoe Co. v. Shartel (1929), 279 
U. S. 429; Matson Navigation Co. v. State Board, 
supra; Southern Gas Corp, v. Alabama (1937), 
301 U. S. 148. 





A reprint from The Tax Law Review, December, 1945-January, 1946 


alike, for although a state may constitu- 
tionally measure a franchise tax by the 
entire net income of domestic corporations, 
that is not a general practice. To do so 
would discourage new corporations from 
incorporating within the state, and also 
would result eventually in many existing 
domestic corporations relinquishing their 
charters. 


This article will review to some extent the 
past development and present status of the 
various formulae which have been adopted 
for the stated purpose. The subject becomes 
of greater current interest because of recent 
important changes in the New York statute. 


Selection of an Allocation Formula 


In their approach to the subject the state 
legislatures are faced with three major prob- 
lems—one legal and two practical. Any 
method adopted ought not offend, even in 
respect to a single corporation, the due 
process or equal protection clauses of state 
or federal constitutions; the method adopted 
should encourage business enterprises to 
enter the state, or at least should not cause 
enterprises already in the state to leave it; 
the method adopted ought to be fair to all 
classes of corporations and to all corpora- 
tions within those classes, even to an extent 
beyond that required by the equal protec- 
tion clauses of federal and state constitutions. 


As stated, the purpose of the formula is 
to determine what proportion of the total 
income of the corporation is attributable to 
its operations within the state, so that such 
an amount may be the subject of the state’s 
tax levy. The fact that a corporation ac- 
tually does not earn any net income in the 
taxing state during the fiscal year is imma- 
terial so far as the state’s power to allocate 
is concerned.* Thus, where such an allo- 
cation forms the basis for a tax upon the 


8 Bass, Ratcliff & Gretton v. State Tax Com- 
mission (1924), 266 U. S. 271. 
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privilege of doing business, measured by the 
allocated income rather than by a direct tax 
upon the allocated income, the allocating 
statute and the resulting tax levy are con- 
stitutional. 

It is evident even upon a cursory exami- 
nation of the problem that any formula 
which is adopted can result, at best, only in 
a more or less arbitrary method of alloca- 
tion. The complexities of present day cor- 
porate finance and the huge volume of 
current commerce make it almost impossible 
to determine with any degree of accuracy 
how much of a corporation’s net income, 
from all sources everywhere, can be said to 
be attributable to the business conducted 
within the taxing state. Since some 
standardization must be adopted, these var- 
ious formulae have been devised. 


Development of Existing Formulae 


To understand better the application of 
the existing formulae, it is necessary to ex- 
amine their development resulting from trial 
and error throughout the past three decades. 
One of the popular methods of allocation 
which has been used by many states is 
known as the separate accounting method. 
This is, in reality, not a formula at all; 
instead, it provides for the segregation of in- 
come according to the activities of each 
integral portion of the corporation’s activ- 
ities. But it is apparent that this method 
has its limitations and shortcomings, for it 
can be applied only to a situation where the 
accounting methods and the organization 
of the corporation disclose the separate 
profit or loss resulting from manufacture, 
sale, purchase, import, export, investments, 
etc., each as a separate and distinct function. 
The main objection to this method is the 
lack of practicability in its application, for 
there is little uniformity and standardization 
in its effect, and administration is a difficult 
and expensive problem. Thus, most gov- 
ernments realize that in order to simplify 
administration problems and to gain uni- 
formity in application, a definite formula 
must be adopted. 


Test Decisions 


The first test of the validity of a fractional 
allocation formula in the United States as 
applied to net income arose under a Wis- 
consin income tax law.‘ The formula there 

*U. 8S. Glue Co. v. Oak Creek (1918), 247 U. S. 
321. 

There were earlier cases involving the allo- 
cation of capital or of capital stock, e. g. West- 
ern Union Tel. Co. v. Massachusetts (1888), 125 


U. S. 530; St. Lowis 8S. W. Ry. Co. v. Arkansas 
(1914), 235 U.S. 350. 
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employed was the proportion of the gross 
dollar amount of business and property of 
the corporation within the state to that of 
the total dollar amount of business and 
property of the corporation everywhere. 
The formula was approved, as it was held 
that the act did not discriminate against 
interstate commerce, notwithstanding that 
the formula as applied allocated to Wis- 
consin receipts from sales made outside the 
state of goods manufactured within the 
state, 


The next such test arose under a formula 
adopted by the State of Connecticut. The 
allocation factors employed were limited to 
the real and tangible personal property lo- 
cated within and without the state. In that 
case the taxpayer was a Delaware corpo- 
ration, manufacturing its products in Con- 
necticut but having its main office in New 
York and various branches in other states, 
in which the bulk of its sales were made. 
Its net income was more than $1,336,000, 
and it owned tangible property of about 
$2,977,000 in Connecticut and about $3,340,000 
outside that state, with the result that 
forty-seven per cent of its net income was 
allocated to Connecticut. The formula 
was approved, notwithstanding the taxpay- 
er’s complaint that only about $43,000 of its 
income was received in Connecticut as 
against about $1,300,000 received elsewhere. 
The rationale of the decision was that since 
the income was derived from a series of trans- 
actions beginning with manufacture in Con- 
necticut and ending with sale in other states 
and the taxpayer had not shown that forty- 
seven per cent of its net income was not 
reasonably attributable to the manufac- 
ture of its products, there was no showing 
that the method of apportionment was in- 
herently arbitrary or had produced an un- 
reasonable result. 


There followed the case of Bass, Ratcliff 
& Gretton v. State Tax Commission cited 
above, which is to the same general effect 
as the Underwood case, supra. As stated 
there, the rule was applied to a corporation 
which received no net income within the 
taxing state and in fact suffered a loss from 
its operations therein during the particular 
year in question. The New York allocating 
factors employed in that case were (1) . 
average monthly value of real and tangible 
personal property, (2) average monthly 
value of certain bills and accounts receivable 
and (3) so much of the average value of 
stocks of other corporations held by the tax- 
payer as resulted from an apportionment in 





5 Underwood Typewriter Co. v. Chamberlain 
(1920), 254 U.S. 113. 
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and out of the state in accordance with the 
value of the physical property in and out of 
the state representing such stock. 


The Hans Rees Decision 


In a later case,° the Supreme Court of the 
United States reaffirmed its holdings in the 
foregoing decisions but found in the case then 
before it evidence which was lacking in the 
previous ones. The tax there involved was 
a direct tax on income and the allocating 
factors were limited to real and tangible per- 
sonal property. The corporation was able 
to show to the Court’s satisfaction that its 
average amount of income for the years in 
question attributable to the taxing state did 
not exceed 21.7 per cent of its total income, 
whereas the statutory formula had allocated 
to the state approximately eighty per cent 
of the income. The Court held the assess- 
ments invalid as attributing to the taxing 
state a percentage of income “out of all 
appropriate proportion” to the business 
transacted in the state, It was careful to 
point out, however, the difficulty of making 
an exact apportionment and to say that the 
evidence went beyond disclosing “such 
negligible criticisms in allocation of income 
as are inseparable from the practical admin- 
istration of a taxing system in which appor- 
tionment with mathematical exactness is 
impossible.” 


The decision in the Hans Rees case 
prompted an almost immediate attack upon 
the New York formula which I have de- 
scribed above, but the taxpayer met with no 
success; it was held that the statute was 
valid upon its face and had not been shown 
to have been so applied as to violate the 
corporation’s constitutional rights." 


Allocation Formula Sustained 


Any concern felt by state tax officials by 
the decision in the Hans Rees case because 
of the Court’s substitution of the direct 
accounting method for the statutory for- 
mula, which concern was to some extent 
alleviated by the decision in the North 
American Cement case, was almost com- 
pletely removed by two later decisions of 
the Court, one in 1939 and the other in 1942. 
- The first of these cases * arose under a Texas 
statute imposing a franchise tax measured 
by issued capital stock, surplus and undivided 


‘Hans Rees’ Sons, Inc. v. North Carolina 
(1931), 283 U. S. 123. 

™ Matter of North American Cement Co. v. 
Graves (1936), 299 U. S. 517. 


8 Ford Motor Co. v. Beauchamp (1939), 308 
U. &. 331. 


profits plus long term obligations. The 
allocating factor was the gross receipts 
within and without the state. The appli- 
cation of the formula resulted in the alloca- 
tion to Texas of over $23,000,000 of the 
taxpayer’s capital, while the value of the 
local assets was shown to be not in excess 
of $3,000,000. Notwithstanding this result, 
that method of allocation was approved, the 
Court citing the Bass, Ratcliff & Gretton case. 


The case decided in 1942° went even fur- 
ther in sustaining an allocation formula as 
against the contention that a direct account- 
ing method should have been adopted. 
There an Illinois corporation, having its 
main office in Chicago, maintained dis- 
tributing houses in seven states, one of which 
was California. Each of such houses was 
set up as a separate organization, kept its 
own books of account, stocks of goods, sales 
force, and served a particular territory, all 
receipts from such territory being credited 
to the particular house. The corporation 
maintained a central buying division which 
procured the goods for the distributing 
houses, and the actual expenses of operating 
the centralized buying division were allo- 
cated among the several houses. Except 
for this and other common expenses, such 
as advertising, executive salaries, etc., each 
house was operated independently of the 
others. The California formula allocated 
income upon the basis of sales, purchases, 
manufacturing expenses, payroll, tangible 
property, or such other method of allocation 
as was fairly calculated to determine the net 
income from sources within the state. In 
the taxable year, the particular distributing 
house in California suffered a loss of 
$82,851, that figure representing the differ- 
ence between the cost of merchandise sold 
by that house plus the expenses incurred 
in operating it (both local expenses and also 
a portion of the central expenses) and the 
gross receipts from sales in California. 
However, during that same period of time, 
the operations of all of the houses of the 
corporation produced a profit of $1,149,677. 
The Tax Commissioner adopted an alloca- 
tion formula consisting of (a) real and tan- 
gible personal property, (b) wages, salaries, 
commissions and other compensation of em- 
ployees and (c) gross sales, less returns and 
allowances, which resulted in the allocation 
to California of 8.1372 per cent of the total 
net income. The corporate taxpayer at- 
tacked this determination, contending that 
such an interpretation turned an $82,851 loss 


® Butler Bros, v. McColgan (1942), 315 U. S. 
501. 
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into a $93,500 profit for the purpose of tax- 
ation. In rejecting this contention and in 
sustaining the tax levy, the United States 
Supreme Court held that the applicable 
formula met a standard which was “fairly 
calculated” to allocate to California that 
portion of the net income which was “rea- 
sonably attributable” to the business carried 
on therein. 


In a still more recent case,” arising under the 
income tax statute of Georgia, the Court sus- 
tained the application of an allocation formula 
consisting of (1) tangible property ratio, (2) 
manufacturing and cost ratio and (3) sales 
ratio, including in the sales ratio as Georgia 
sales shipments from a Georgia warehouse 
to purchasers in Georgia and elsewhere even 
though none of the orders for the merchan- 
dise was received or accepted in the state 
of Georgia. 


From the foregoing it is apparent that it 
would be a very exceptional case indeed 
which would prompt the courts to substitute 
a direct accounting methcd for any reason- 
able allocation formula which a state might 
adopt. 


Revision of New York Formula 


This now brings us to present day stat- 
utes on the fractional allocation formulae 
and to current trends in this field. 


This subject may best be viewed by an 
analysis of the recent revision of the 
New York formula in 1944, when the New 
York legislature adopted a version of what 
is now commonly known as the “Massa- 
chusetts formula.” This enactment was the 
result of numerous hearings and investiga- 
tions conducted under the auspices of the 
New York State Tax Commission with the 
assistance of leading experts in the field of 
corporate taxation. 


One of the principal criticisms of the 
former New York formula was that manu- 
facturing within the state was discouraged 
by the inclusion in the formula of “receiv- 
ables” arising from sales of all goods manu- 
factured in the state. The objection was 
made that the use of “receivables” instead 
of “receipts” was more than merely a differ- 
ence in terminology, for corporations ordi- 
narily do not keep records of their receivables 
segregated geographically. Nor do corpo- 
rations engaged in a cash business have 
receivables. Therefore, corporations doing 





© Parke, Davis & Co. v. Cook (1945), 31 S. E. 
(2d) 728; appeal dismissed for want of a sub- 
Stantial federal question, 323 U. S. 681. 
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the same kind and volume of business might 
have been subjected to different taxation, de- 
pending upon the credit terms which they 
employ in their accounting practices. Other 
objections were that bonds, notes, etc., were 
not included in the formula and that the use 
of the “stock factor” was allowing corporations 
to reduce their New York business income 
simply by investing their surplus in stocks 
of other corporations having most of their 
assets outside New York State. Still other 
objections related to the treatment of hold- 
ing corporations and investment trusts. 


Classification of Capital and Income 


To overcome these objections, New York, 
by its recent legislation, has provided sepa- 
rate treatment of each of three classes of 
capital and income, viz., subsidiary capital 
(capital invested in subsidiaries) and the 
income therefrom; investment capital and 
investment income (capital invested in 
stocks and securities of corporations other 
than subsidiaries, and in government secu- 
rities, and the income therefrom); and busi- 
ness capital and business income (all capital 
other than subsidiary capital and investment 
capital and all income other than investment 
income and income from subsidiary capital). 


Subsidiary income is not included in the 
measure of the tax, but, in lieu thereof, a tax 
measured by allocated subsidiary capital is 
imposed.” 


Investment income is allocated by means 
of an “investment allocation percentage” 
based upon the amount of capital which the 
corporation issuing the taxpayer’s invest- 
ments (exclusive of governmental securities) 
employed in New York, and upon the loca- 
tion of the state or municipality issuing the 
taxpayer’s governmental securities. Obli- 
gations of the United States and its in- 
strumentalities are not included in the 
segregation. 


Business income is allocated by means of 
a “business allocation percentage” based 
upon the proportion of the tangible property 
of the corporation located within the state 
to the total amount of tangible property 
owned everywhere, the ratio of the business 
receipts of the corporation within the state 
to the total everywhere, and the relation- 





The rates are (a) one-half mill for each 
dollar of the first fifty million dollars of sub- 
sidiary capital, (b) one-quarter mill for each 
dollar of the next fifty million dollars thereof, 
and (c) one-eighth mill for each dollar over one 
hundred million dollars thereof. N. Y. Tax 
Law, § 210. 
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ship of the payroll within the state * to the 
total payroll paid everywhere. New York 
receipts include those arising from (1) sales 
of tangible personal property located in New 
York at the time of the receipt of or appro- 
priation to the orders, (2) sales of such 
property not located at any permanent or 
continuous place of business maintained by 
the taxpayer without New York, at the time 
of the receipt of or appropriation to the 
orders, where the orders were received or 
accepted in New York, (3) New York serv- 
ices, (4) New York rentals, (5) other New 
York business receipts. 


Provision for Exceptions 


In enacting the recent New York tax 
legislation, it was realized that situations 
might arise where one type of income would 
be so predominant and the other so minor 
that a taxpayer might not feel it worth 
while to compute both the business and in- 
vestment allocation percentages and apply 
them separately. Therefore, corporations 
which are not taxed on the basis of a con- 
solidated report are given an election, in 
certain circumstances, to apply either their 
business or their investment allocation per- 
centages to their entire net income. 


In such instances, where taxation is not 
on the basis of a consolidated report, if the 
investment income of the corporate taxpayer 
is less than twenty-five per cent of its entire 
net income, it may apply its business alloca- 
tion percentage to its entire net income and 
its total capital regardless of the source of 


2 For a discussion under a similar statute of 
what constitutes the ‘‘payroll’’ within the tax- 
ing state, see Commonwealth v. Bayuk Cigars, 
345 Pa. 348, 28 A. (2d) 134, aff'd, 318 U. S. 746. 


said income. A similar election to use the 
investment income formula is authorized 
where the corporation’s investment income 
and investment capital are more than eighty- 
five per cent of the total income and capital. 


Alternative Tax Provisions 


As under the former statute, there are 
certain alternative or minimum tax provi- 
sions. These are (1) a one mill tax upon 
the total of the allocated business and in- 
vestment capital, (2) a tax measured by a 
portion of the taxpayer’s net income plus 
salaries and other compensation, and (3) 
twenty-five dollars, whichever is greater.” 
It is provided that the investment allocation 
percentage when applied to capital shall not 
be less than fifteen per cent, unless the tax- 
payer establishes to the satisfaction of the 
tax commission that less than fifteen per 
cent of its investment capital is employed, 
and that less than fifteen per cent of its 
investment activities is conducted within 
the state.* A similar provision is contained 
in the statute in respect to subsidiary capital. 
It is further provided that under certain 
conditions the portion of subsidiary capital 
to be allocated within the state shall not 
exceed fifty per cent thereof.” 


The ideal in this field would be uniform 
laws in all of the states of the union. That, 
of course, is too much to expect in the near 
future, but the trend is in the right direction. 
New York, by its recent legislation, has 
given impetus to that trend. [The End] 

133 New York Tax Law, § 210, subd. 1. 


144 New York Tax Law, § 210, subd. 
1 New York Tax Law, § 210, subd. 


5. 
re 


NAMED PRESIDENTIAL AIDE 


RANDOLPH E. PAUL, probably one of the best known fig- 
ures in the tax world, has been appointed a special $10,000-a-year 
assistant to President Truman. Acting in his new capacity, 
Mr. Paul will conduct negotiations for the State Department with 
various European nations who were neutral during the war on the 


subject of external German assets. 


Mr. Paul, a frequent contributor to this publication, and a for- 
mer Treasury official, was a familiar figure on Capitol Hill for 


years during consideration of wartime tax bills. 


Recently, along 


with his lecturing on federal taxation, he has been a private tax 


consultant. 


April, 1946 e TAX ES—The Tax Magazine 





Bert V. Tornborgh directs your attention to: 


Tax Items of Special Interest 


Admission of the Bar! Depreciation on a 
cocktail table in a lawyer’s residence, used 
“entirely for professional purposes” was 
allowed by (Second) Circuit Court of Ap- 
peals [45-2 ustc J 9328] and its “useful life” 
determined to be ten years by Tax Court 
(Beaudry v. Commissioner, February 6, 1946 
[CCH Dec. 14978(M)]). After all—he was 
admitted to the Bar, why shouldn’t the bar 
be admitted to him? 

x * * 


Nursemaid’s Salary is not a business ex- 
pense for a school teacher, neither was it 
recognized as an expense incurred for the 
production of income (O’Connor v. Commis- 
stoner, February 28, 1946, 6 TC —, No. 46 
[CCH Dec. 15004]). In fact, employment 


of the nurse was necessary to discharge 
taxpayer's housekeeping and child care du- 
ties, in order to enable her to accept em- 


ployment. But the Tax Court considers 
Section 24(a)(1) of the Code as controlling 
and correspondingly denies the deductibility 
of “personal expenses” even if they have 
been necessitated by an occupation for the 
production of income. 

* * * 


Interfamily Transactions. Property must 
not be an empty shell. Shall its transfer be 
recognized for tax purposes? In the cases 
§ Overton v. Commissioner and Oliphant v. 
Commissioner (February 28, 1946, 6 TC —, 
No. 44 [CCH Dec. 15,002]) a closely held cor- 
poration’s common stock had a liquidating 
value of between $120 and $150. The stock- 
holders caused new shares to be issued to 
them, which they transferred to their wives. 
The shares had only limited voting power, 
a value of only $1 a share on dissolution and 
dividends on those shares were payable only 
in the husband’s discretion. Tax Court held 
the dividends on those shares taxable to the 
husbands. Somewhat inconsistent, it seems, 
is the imposition of a gift tax on the divi- 
dend income received by the wife of one 
of the stockholders in prior years. 

* * * 


Payment to Estate of deceased law part- 
ner of an amount equal to his share of the 


Tax Items 


firm’s profit for two years was considered 
as taxable income to the estate (Estate of 
Bellinger v. Commissioner, February 14, 1946 
[CCH Dec. 14,996(M)]). The estate took 
the position that the payment constituted 
the purchase price for decedent’s interest. 
But the Commissioner prevailed on the 
ground that decedent made no contribution 
to the partnership and did not possess any 
interest or investment that could have been 
bought from him. 
* * * 


An Exclusive License to use, manufacture 
and sell the invention of a~rubber-covered 
flexible steel track in consideration of an- 
nual payments named, “royalties” amounts 
to a sale of property and the gain is taxable 
under the capital gain provisions of the Code 
(Myers v. Commissioner, February 26, 1946, 
6 TC —, No. 38 [CCH Dec. 14,992]). 

This case again shows that the terminol- 
ogy employed by the parties to a contract 
is irrelevant. Though the parties used the 
word “license” which indicates the continued 
ownership of the inventor, likewise as 
“royalties,” the agreement had the legal 
effect of a sale. But it should be noted that 
in a case, where the identical facts were 
present except that the agreement did not 
expressly authorize to use (though to 
manufacture and to sell) the invention, the 
Supreme Court of the United States decided 
that the agreement was a mere license 
(Waterman v. Mackenzie, 138 U. S. 252). 

Pe * * 


Hybrid System of Accounting of a tax- 
payer who predominantly used the accrual 
method, but in some instances the cash 
method, was held improper and led to the 
disallowance of deduction of interest paid 
in the taxable year, but accrued before. 
(Corlett v. Commissioner, January 28, 1946 
[CCH Dec. 15,011(M)].) This rule has 
its exceptions, as, for instance, was decided by 
the Circuit Court of Appeals, Sixth Circuit, 
in Schram v. U. S., March 4, 1941 [41-1 ustc 
J 9290], 118 F. (2d) 541, where the taxpayer 
employed a hybrid basis of accounting, in 
which the Commissioner had acquiesced. 
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The court in that case held that the hybrid 
accounting method reflected taxpayer’s true 
net income. Its purpose was to continue 
as nearly as possible the accounting method 
used by the taxpayer’s predecessors and to 
give continuity thereto. 

* * kK 


Income Not Taxable to the Payee, 
Though Deductible Expense for the Payor! 
Income is not actually realized as long as 
an adverse claim is not definitely decided 
upon. But the amount might have been paid 
by the debtor without any right of recovery 
and, therefore, be deductible. An interest- 
ing though not recent case was decided by 
the then Board of Tax Appeals in Preston v. 
Commissioner (35 BTA 312 [CCH Dec. 
9557]). Two attorneys performed services 
for clients and received a check in payment 
therefor payable to the order of both. They 





could not agree as to the amount to which 
either was entitled and the check was de- 
posited in a joint account of both. From 
this account they drew during the taxable 
year the amount they conceded to each 
other. Only these amounts the Board held 
taxable, but not the balance that was to be 
drawn only upon settlement of the differ- 
ences between the two attorneys, both of 
whom were on the cash basis. 


The client, of course, as far as the 
amount was deductible at all, could deduct 
it in full, his liability to pay being inde- 
pendent from the settlement of the contro- 
versy between the attorneys. 


Lest this decision appear to offer a scheme 
to postpone taxation, the Board states ex- 
pressly that the case under discussion does 
not show any attempt on the part of the 
taxpayers to postpone the incident of taxation. 
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| NATIONAL RECOVERY IN BRITAIN—Continued from page 351 





months. Last autumn, the Chancellor of 
the Exchequer conceded limited reductions 
in income tax. He also reduced, as from 
January 1, 1946, excess profits tax from 
100 to sixty per cent. This last concession 
alone may cost the Exchequer £100 million 
a year. He has already intimated that fur- 
ther tax reductions will be made in next 
April’s budget, and indeed this course is 
essential if the incentive to recovery is to be 
maintained. 


For the complete year to March 31, 1946, 
revenue was estimated at £3,265 million. 
Allowing for actual and possible tax reduc- 
tions, a tentative forecast of £2,800 million 
may be suggested for 1946-47—though a 
vaguer forecast of “something between £2,500 
and £3,000 million” might be more legiti- 
mate. Now for the year 1945-46, expendi- 
ture was estimated at £5,827 million. If 
revenue ought to be cut next year by, say, 
£500 million, as a mere matter of propor- 


tion expenditure should be cut by at least 
£1,000 million. Bearing in mind British 
industry’s need for new capital, and also the 
need to avoid inflationary finance, many 
would argue that next year’s cut in expendi- 
ture should be even greater. 


Essential Moves 


It is here that we begin to cross the 
frontier between economics and _ politics. 
The British government is pledged to do 
certain things, many of which will cost 
money. Most of these things are regarded 
by people of all shades of opinion as essen- 
tial to national recovery. The task of the 
government will be to balance necessary ex- 
penditure against the equal need to reduce 
taxation and borrowing by amounts sufh- 
cient to maintain incentive, to set savings 
free for industry and to avoid inflation. 


[The End] 
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A. New judge for the Tax Court—Our 
Cover: Probably, on one of his morning 
walks with Starling, for he was never able 


ito elude him, so the story goes, President 


Coolidge “calculated” that the creation of 
an independent agency to handle the tax 
claims and disputes that were swamping 
the Bureau’s Appeal Committee was the 


f economical and practical solution to a very 


troublesome question. He, therefore, fav- 
ored such action and urged Congress to 
proceed with the enactment of the necessary 
create an independent 
agency for the purpose of giving the tax- 
payer an opportunity to be heard on his tax 


| dispute and giving him that opportunity 


close to his residence.” 


Not a court, but an impartial arbiter; 
not a department of the Treasury, but a 
separate and distinct organization inter- 
posed between the taxpayer and the Com- 
missioner of Internal Revenue, was his 
primary object. For, under the present ar- 
rangement the Commissioner was acting in 


the dual capacity of prosecutor and judge in 
a tax dispute. 


Many experts were heard by the Ways 
and Means Committee and their testimony 
weighed. The Board of Tax Appeals came 
into existence through the Revenue Act of 
1924. Its function—to review deficiencies 
asserted by the commissioner in either in- 
come, estate, profits or gift taxes and cer- 
tain processing taxes. 


The first members, as they were called, 
were appointed, and heard their first case, 
J. H. Parrott, August 27, 1924, 1 BTA 1. 


The taxpayers liked the idea. There had 
always been the district courts, but the ex- 
pense of the proceedings there, if they were 
successful in the prosecution of their case, 


Washington Tax Talk 


brought them an empty victory. The idea 
was new; the judges were new; the pro- 
cedures were new; inevitable congestion of 
the calendar followed. 


Has the Board of Tax Appeals failed? 
This question appears often in legal peri- 
odicals of 1926, 1927 and 1928 issues. Legal 
writers of this period were concerned with 
the great number of petitions filed and 
the jurisdiction of the newly created agency. 
These first years were the Board’s most 
critical and in them, its critics most 
numerous. 


The American Institute of Accountants 
had recommended to the Ways and Means 
Committee before the enactment of the 
Revenue Act of 1924 that the Board have 
twenty-eight members. It was originally 
created however with seven members and in 
1942 the number was increased to sixteen. 
This enabled the work of hearing cases to 
be accelerated. The Tax Court, which is 
the new name it acquired in October, 1942, 
is practically up to date on its calendar. In 
the large cities there is some waiting but 
this is because of the larger concentration 
of taxpayers in the cities. There is no 
alarming congestion of cases at any place. 
The judges now travel some 99,000 miles 
each year to give the taxpayer an oppor- 
tunity to be heard “close to his residence.” 
Each year for the last five the court decided 
an average of 854 cases. 


Now the Tax Court has a new member 
or judge—Byron B. Harlan, whose picture 
appears on our front cover. Recently Judge 
Harlan has been serving as United States 
District Attorney for the southern district 
of Ohio and he succeeds Judge Arthur J. 
Mellot, who has resigned, although his term 
does not expire until June 2, 1948. Judge Har- 
lan was born at Greenfield, Ohio, October 
22, 1886, and received the degrees of AB and 


393 





LLB from the University of Michigan in 
1911. He has practiced law in Dayton, Ohio, 
and also served in Congress as a demo- 
cratic representative from the Third District 
of Ohio. He was chairman of the committee 
on revision of laws and also a member of 
the Rules Committee. He supervised the 
preparation of publication of the 1934 edition 
of the Code of Laws of the United States 
and prepared the present Life Insurance 
Code for the District of Columbia. Below 
we show Judge Harlan taking the oath of 
office. 


Critics again found opportunity to criti- 
cize the Board upon the decision of the 
Supreme Court in the Oécesterlein Machine 
Company case. There were at this time a num- 
ber of special assessment cases before the 
Commissioner, arising out of conditions of 
World War I. The high court held that 
the Board had full jurisdiction over the find- 
ings of the Commissioner in these cases. 
Now, its determinations are final in review 
of the Commissioner’s disallowance of 


claims for refund of excess profits taxes, if 
such determinations involve solely the appli- 


cation of Code Section 711(b)(1)(H), (1), 


Isolemnly swear - - - - - 


April, 1946 


(J), or (K), relating to abnormal deductions 
during the base period; Section 721 relating 
to abnormalities in income in the taxable 
period, or Code Section 722 relating to gen- 
eral relief from accessive and discriminatory 
excess profits taxes. 


Treasury officials were most concerned 
with the decision. They had made recom- 
mendations to Congress for reducing the 
rates on incomes and Congress had decided 
that an even greater reduction was possible. 
The worried Treasury officials wanted im- 
mediately to review the $250,000,000 reduc- 
tion promised by Congress because they 
feared a large number of refunds would be 
required on the basis of the Oesterlein Ma- 
chine Company decision. 


Another decision involving the jurisdic- 
tion question of the Tax Court is the Dobson 
case and the last words have not been writ- 
ten on it, as yet, by legal writer or by the 
courts. 


Very definitely the Tax Court has not 
failed. It is a necessary part of the tax 
adjudication system of this country. Even 
some of the states have followed the prece- 
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Congratulations Dad - - - - - 


dent of the federal government. ‘Its record 
of work and its faithful interpretation of 
the revenue acts substantiates the view of 
the canny little New Eglander, that an 
independent agency was the solution to a 
problem of obtaining accuracy and economy 
in settling the federal government’s tax 
disputes. 


New Treasury Official: O. Max Gardner 
becomes an under-secretary of the Treasury 
and his son Ralph Gardner congratulates his 
father while Mrs. Gardner also beams ap- 
proval of her husband’s new post. (See 
above.) Under-secretary Gardner was at 
one time the Governor of North Carolina 
and the former democratic national commit- 
teeman. He succeeds Daniel W. Bell. 


The Law Behind the News: The re- 
stricted supply of “on-sale” beer and wine 
or distilled spirits permits in California has 
inflated their value to new heights. Liquor 
licenses, originally issued at a cost of $525, 
have been reselling at prices ranging from 
$5,000 to $12,000. 

The state treasury doesn’t benefit from 
these rocketing costs. The “profits” go 


Washington Tax Talk 


into the pockets of permit owners, lucky 
enough to have a license and willing enough 


to sell it. The reason for the “boom” is 
solely one of limited supply and big demand. 


The high cost of permits is discouraging 
many a would-be “little businessman,” es- 
pecially veterans. Some vets who are will- 
ing to “divvy” up the license cost can’t get 
approval of loan applications under the G. I. 
Bill of Rights because the inflation is so far 
out of line. 


The Law—California statutes give the 
State Board of Equalization control of al- 
coholic beverage permits. It issues bar 
licenses in each county on the basis of one 
for each thousand of population or fraction 
thereof. Exceptions are made for already 
existing licenses or transfers of the same. 


The annual fee for an “on-sale” general 
license is $75, plus an amount in accordance 
with the following: in cities of 40,000 popu- 
lation or over, $450; in cities of less than 
40,000 but more than 20,000 population, $300; 
in all other localities, $250. 
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JALKING 


“Look that gifthorse in the mouth,” 
advises the Shoptaker. 


Snop 


By LEWIS GLUICK, Certified Public Accountant 


E WERE BROUGHT UP with the 

adage that one must not look a gift 
horse in the mouth. As adages go, it is 
better than most. But taxwise it has become 
as obsolete as Regulation 45, or more so. 


Not only is the giver of a gift, technically 
called the donor, subject to pay gift taxes, 
but the receiver, or donee, faces all kinds 
of perils. The old line from Vergil’s Aeneid, 
“T fear the Greeks, even when they bear 
gifts,” can be modernized to, “Fear any- 
body who gives you anything of more than 
trifling value.” 


Here is a simple, practical example. John 
and Mary have just married. John’s father 
is glad his veteran son is back to help carry 
the business burdens. He gives him a block 
of stock in his closely held corporation. 
Mary’s dad is pleased about the match—he 
gives Mary a fine lot on which the couple 
(aided by a GI loan) can erect a bungalow. 
Great stuff. Assume that John’s old man 
has paid a gift tax on the stock John gets. 
That gives John some basis for future valu- 
ation. But the lot Mary got is worth less 
than three thousand dollars. No gift tax, 
and the consideration in the deed is “love 
and affection.” 


Some time later, the young couple sell 
their realty. How will they report the gain, 
if any? It may be a heluva job to establish 
the value in the hands of the donor. And 
if the holding period by the donee is long, 
and the donor deceased, it may easily be 
an impossibility. Retrospective appraisal 
may work, but the appraisers earn (and are 
entitled to) good fees. 


Now just imagine (and you won’t need 
much of an imagination) John and Mary in 
conversation. 


John: “Sure was swell of your old man 
to give us that lot.” 


Mary: “Sure was, but I always told you 
he was a grand person.” 
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John: “Wonder what it’s worth.” 


Mary: “John! How can you ask such a 
question? You’re just mercenary and mean!” 

John: “Well, I don’t care if it’s a hundred 
or ten thousand, we ought to know.” 

Mary: “Why? What difference could it 
possibly make? It’s not polite to ask the 
price of gifts you receive.” 

John: “Politeness be d---d! 
business and I’ll tell you why.” 

Mary: “I won’t listen! I won’t! You're 
a hateful man and boo-hoo-boo-hoo .. . etc.” 


Maybe after a while John, who has had at 
least an elementary course in taxation at 
college, gets it over. Maybe the poor fel- 
low doesn’t succeed until it is too late. 


So here are a couple of good rules to 
follow, and to pass to your clients: 


1. When you make a gift of realty, life 
insurance or any capital asset, make sure 
that its basis is made known to the donee. 
Remember, the period owned by the donor 
carries over to the donee. 

2. If you are the fortunate donee, and 
fear you will hurt the donor’s feelings by 
a blunt question, get the information as tact- 
fully as possible, but get it prompily. 

It might be worth mentioning that in 
German, “gift” means poison. Don’t let it 
mean that in U. S. taxes. 


Look that gift horse in the mouth before 
he kicks you! 


It’s good 


Woolgathering 


C. M. Edelmann, a New York C. P. A, 
invites our attention to the Makransky case, 
5 TC 397 [CCH Dec. 14,661]. The taxpayer 
did some ill-advised trading in wool futures. 
It appears that someone had literally pulled 
the wool over his eyes. 


The Mathematics of Charity 


Here is a quirk that does not affect us, 
nor most of you, but you might possibly 
have a client who would be glad to hear it. 
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Physicians, more than most people, have to 
donate their services. But lawyers and ac- 
countants frequently must do so also. For 
fifteen years before re-entering the Navy, we 
audited a clinic for nothing more than our 
out-of-pocket costs for junior and typist. 
Just recently we made a gratuitous audit of 
a local church. 












D 


Now note that charitable contributions are 
limited to fifteen per cent of adjusted net 
income. Contributions are deducted from 
the a. g. 1. Next let us consider a very 
prosperous professional man who believes 
that you can’t take it with you and annually 
gives up to or more than fifteen per cent. 
Let us further imagine that he has per- 
formed for an eleemosnary institution pro- 
fessional services, the fair value of which is 
$1,000, but for which he makes no charge. 
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Suppose that up to that point his a. g. i. 
was $100,000 and his cash contribution $14,000. 
Further cash contributions over $1,000 would 
not be deductible. But now he sees the 
quirk. He renders a bill for services and 
gets the institution to pay it. Immediately 
he draws his own check for a contribution 
of identical amount to the institution. His 
a. g. i. is now $101,000 and his cash contri- 
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“i “ butions $15,000. But fifteen per cent of his 
a. g. i. is $15,150, so he can give an extra 
les to | $150 to the Red Cross. (And how much 
have you given the Red Cross this year?) 
y, life 
e sure 
donee.| Lhe Hidden Zero 
donor When we were in high school, too many 
years ago, we had a mathematics teacher 
e, and B named John Putnum who had more influence 
gS by B on our life than he ever lived to see. We 
iS tact: B recall well the time he demonstrated to the 
class that one plus one does not equal two; 
hat in§ that the whole is greater than its parts, etc. 
t let it And then he showed us the falacious factor, 
the hidden zero, that reduced all ihe seemingly 
before § 900d logic to rubble. So see if you can find the 
flaw in the foregoing. 
The Human Interest Element 
P. A, The best Shoptalker we have met since 
y Case, : 
pueil the war is George Hutten of the Long 
ett Beach, California Collector s Office. Speak- 
, pulled ing on “Human Interest in Federal Taxa- 
tion” before a mixed audience, in which your 
Shoptalker was probably the only taxman, 
he held their interest for over an hour and 
a half. If only we were a stenographer, 
fect us,# We would have accumulated enough data 
possibly § ior three months. As it is, we invite brother 
hear it. § George to submit his material directly to 






agazine | Talking Shop 









the editor of TAxEes and get the audience 
which this magazine provides and he deserves. 


Tax Exemptions and Minimum 


Wages 


Here is something to ponder. Under ex- 
isting law thirty cents per hour is the mini- 
mum legal wage, and forty hours the maxi- 
mum weekly hours without overtime increases. 
Twelve dollars per week for fifty-two weeks 
is $624 per year. Yet for tax purposes an 
individual is allowed only $500 for his per- 
sonal living expenses. In other words, the 
standard of living for tax purposes is twenty 
per cent below that for wage purposes. Cur- 
rent attempts of Congress to raise the mini- 
mum hourly rate should be accompanied by 
an equal increase in exemptions. Thus, if 
the hourly rate is raised to fifty cents, or 
$1,040 per annum, the exemption should be 
put at $1,000, allowing for two weeks’ vaca- 
tion without pay. 


The Power of the Printed Word 


Have you ever been irked at the im- 
portance placed on the printed word? Cita- 
tions and references are proper in briefs, 
and an exact quotation is necessary many 
times. But experience and practice should 
count for more. We have a recent personal 
case in point. The new head of a business 
made objection to the cashier, asking him 
to sign a check for reimbursement of the 
imprest petty cash. “Why,” he asked, “must 
this check be for $24.13? Why not an even 
$25.00?” The cashier explained that it had 
always been done that way. Quite properly 
the executive dismissed the explanation as 
irrelevant. So the cashier called us in. We 
assured the executive, on the basis of many 
years of experience, that the imprest system 
of a fixed amount was the correct method, 
employed by all well-managed businesses, 
and gave details. No sale. But when we 
brought around a copy of an elementary 
text, and showed it to him in print, he was 


convinced. Some day we must write a 
book. 


The following quotation is not a 1946 
utterance of a G. E., G. M. or steel executive. 
It was a capitalist of one hundred and ten 
years ago who said, “The proprietors are not 
permitted to negotiate with their workmen 
on terms of equality.” For further details 
see page 194 of Schlesinger’s The Age of 
Jackson. Verily, as Solomon said twenty- 
five hundred years ago, “There is nothing 
new under the sun.” But some of the new 
sun-suits are worth a second look. 
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the California officials from (a) instituting 
criminal actions against the society’s un- 
licensed representatives (such as Robertson), 
(b) threatening their arrest and ordering 
them to cease assisting the society, and (c) 
advising its prospective policyholders that 
the society’s operations in the state are ille- 
gal. The society claimed the Commissioner 
was interfering with its rights under the 
commerce clause and the Fourteenth Amend- 
ment. The ex post facto rule would not 
prevent consideration of Public Law 15 in 
the Garrison case and thus Congress’ con- 
sent to the challenged state insurance laws 
will be a factor in the decision. 


Prudential v. Benjamin 


On March 8 and 11, the Court heard oral 
argument in an appeal in which the Pruden- 
tial was attacking a state premium tax statute 
on the ground that, in applying to foreign 
companies and not to domestic companies, 
it discriminated against interstate commerce 
in a manner implicitly forbidden by the com- 
merce clause.? A number of other premium 
tax cases arising from other states are pend- 
ing in various stages of progress. All of 
these, like the Benjamin case, involve taxes 
which are asserted to discriminate against 
foreign companies. In the pleadings in some 
of these cases other grounds of contest are 
included, such as the fact that the taxes are 
imposed upon the “privilege” of engaging in 
interstate commerce. As these cases have 
gone up to the higher state courts, however, 
the grounds of contest: other than discrimi- 
nation have been dropped. 


In the Benjamin case, the validity of the 
retaliatory law is not at issue. A decision 
by the Kansas Supreme Court,” however, 
has upheld the Kansas retaliatory statute 


® The premium tax statutes of nine other 
states (Illinois, Indiana, Kansas, Kentucky, 
Michigan, North Dakota, Ohio, Pennsylvania 
and Wisconsin) like South Carolina apply to 
foreign companies only, and their validity will 
probably be determined by the Benjamin case. 
Also, Mississippi and Nebraska apply a lower 
rate to domestic than to foreign companies. 

10 In re Insurance Tax Cases, 160 Kan, 300. 


as well as the Kansas premium tax statute, 
Since this decision has been appealed to the 
U. S. Supreme Court, it seems probable that 
a decision as to the retaliatory law may also 
be expected this term. The reasons given 
by the companies contesting the retaliatory 
law are essentially the same as those involved 
in the premium tax statutes themselves, 
namely, that they discriminate against foreign 
companies in favor of domestic companies. 


Nippert v. City of Richmond 


The most recent decision on taxes which 
discriminate against interstate commerce was 
Nippert v. City of Richmond, decided in the 
U. S. Supreme Court on February 25. Al- 
though not an insurance case, it has a bear- 
ing on the pending insurance tax cases since 
it held invalid (under the commerce clause) 
a Richmond, Virginia, license tax as applied 
to the solicitor for an out-of-state manufac- 
turer on the ground that it discriminated 
against interstate commerce. The majority 
opinion showed the Court ready to be con- 
vinced of discrimination more easily than 
had been supposed. This readiness on the 
part of the majority to find discrimination 
seems to decrease the charges that the Ben- 
jamin decision might avoid passing on the 
main question of discrimination by the Court's 
merely finding that no discrimination in fact 
had been proved. The Nippert case has sev- 
eral points of dissimilarity ™ to Prudential 
v. Benjamin; nevertheless, the language in 
the Nippert opinion as to discrimination ma- 
terially strengthens the Prudential’s case, so 
much so that it probably narrows the ques- 
tion to whether or not Public Law 15 vali- 
dates discrimination. In deciding whether 
Congress can consent to discrimination 
against interstate commerce, the Court will 
have no precedents on which to rule. 


[The End] 


11 The principal differences are that the Nip 
pert case involved (1) itinerant order-solicitors 
or ‘“‘drummers,’’ (2) municipal taxation, and 
(3) no congressional consent. On the other 
hand, the discrimination in the Virginia ordi- 
nance seems less apparent than that in the 
South Carolina premium tax. 
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riven 
nore Deductions: Depletion: Share of net 
ae. profits.—In addition to bonus and royalty 
Ives, 


payments in consideration of oil leases, tax- 
payer-lessors were entitled to payments 
from the net income from operations of the 
lessees. The “net profit” payments were 
held to flow directly from taxpayers’ economic 
interests in the oil, and in addition to de- 
pletion allowances applicable to the bonuses 
and royalties, taxpayers were entitled, under 
Code Secs. 23 (m) and 114 (b) (3), to de- 
duct 27374 per cent depletion from their 
shares of the “net profits” receipts. One 
dissent. Sup. Ct. Kirby Petroleum Com- 
pany, Petitioner, v. Commissioner of Internal 
Revenue. Commissioner of Internal Revenue, 
Petitioner, v. Anna Vickers Crawford. 45-2 
ustc J 9149. 


Husband-wife partnership.—Tax Court is 
sustained in holding that a partnership of 
husband and wife was ineffective for federal 
tax purposes. The husband “sold” a one- 
half interest in his business to his wife. She 
paid for it with $50,000 cash which he had 
given her as a gift for the purpose of this 
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in fact § transaction, and with notes payable at the 
is sev- # rate of $5,000 a year for eleven years to be 
dential payable from the profits to be ascribed to 
age inf the wife under the partnership agreement. 


















nm ma-§ The partnership arrangements were merely 
ase, SO superficial and did not result in changing 
ques- § the husband’s economic interest in the busi- 
5 vali- § ness. Two dissents. Sup. Ct. 4. L. Lusthaus, 
hether § Petitioner, v. Commissioner of Internal Reve- 
nation § nue. 46-1 ustc J 9190. 
rt will 
Deductions: Interest on estate tax de- 
End] ficiency paid by distributee: Investment 
counsel fees.—The Tax Court held that tax- 
ie Nip § payer, sole distributee of the estate of her 
a deceased husband, was entitled to deduct 
. other § interest paid on a deficiency in estate tax, 
. - assessed against such estate after final dis- 
n the 


tribution, where no portion of such tax was 
due prior to distribution. It also held that 
she was entitled to deduct (under Sec. 23 
(a) (2)) counsel’s fees paid for services 
rendered in protecting her investments. The 
Commissioner appealed to CCA-9, which 
asked the Supreme Court for a certificate 
of importance. The application for the cer- 
tificate is dismissed since the question has 
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Court... Administrative 
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been rendered moot by the Commissioner’s 
dismissal of his appeal to CCA-9. Sup. Ct. 
Commissioner of Internal Revenue, Petitioner 
v. Amelia E. Collins. 46-1 ustc J 9192. 


APPELLATE AND LOWER 
COURTS 


Prosecution by United States: Conspiracy 
to evade taxes: Submission to jury: Evi- 
dence: Instructions.—Upon trial of the de- 
fendants for wilfully conspiring to attempt 
an evasion of taxes, evidence that a cor- 
poration of which the defendants were prin- 
cipal owners and officers was engaged in a 
profitable business, that the defendants tried 
to explain sales of the same nature as that 
handled by the corporation as being sales 
by themselves as partners, that receipts for 
such sales were deposited first in the de- 
fendants’ personal accounts but were later 
transferred to the corporation’s sales ac- 
count, and that after a revenue agent had 
begun his investigation the corporation’s 
books were allowed to be destroyed under 
unusual circumstances, was sufficient evi- 
dence to send the case to the jury, and the 
trial court properly refused to direct a verdict 
for the defendants. Moreover, the evidence 
supported a count in the indictments that 
the defendants attempted to evade their 
taxes by understating the amounts of their 
net incomes. The instructions of the trial 
court were clear and adequately presented 
the issues to the jury. Nor was there preju- 
dicial error in the failure of the court to 
present to the jury certain bills of particulars 
which referred to the indictments. CCA-1. 
Eli Voffe et al., Defendants, Appellants, v. 
United States of America, Appellee. 45-2 
ustc J 9171. 


Deductions: Losses: Sale of securities 
purchased by wife: Gift of money considera- 
tion.—Loss on sale of securities was dis- 
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allowed where the sale was made to the wife 
of taxpayer who paid for same with money 
furnished to her as a gift from him. It was 
held that an inferénce was permissible from 
the evidence that the wife received the 
money agreeing so to use it, and that the 
transfer of the securities, being without con- 
sideration, was a gift. CCA-2. Lloyd W. 
Smith, Appellant, v. Jane M. Hoey, as Ex- 
ecutrix of James J. Hoey, Collector, Appellee. 
46-1 ustc J 9191. 


Gross income: Family trust: Grantor- 
trustee: Allocation of income among bene- 
ficiaries: Dobson rule.—Taxpayer created 
a trust, with himself as co-trustee, the in- 
come of which was to be accumulated for 
20 years, or until the death of himself or his 
wife or any beneficiary named by him, 
whichever was latest, at which time the in- 
come was to be paid to his wife or to any 
other beneficiary who might be selected by 
him if he was still alive. The Tax Court, 
having concluded that taxpayer was the 
owner of the income on the ground that 
there was no beneficiary provided for with 
a vested indefeasible equitable interest, the 
Circuit Court holds that the decision is not 
one that it is at liberty to review under the 
rule of Dobson v. Commissioner, 320 U. S. 
489, 44-1 ustc $9108. CCA-3. Stanley J. 
Klein, Petitioner, v. Commissioner of Internal 
Revenue, Respondent. 46-1 ustc J 9194. 


Distributions by corporations: Redemp- 
tion of stock as dividend: Dependent on 
prior redemptions affecting accumulated 
surplus.—A redemption by a corporation 
during the years 1938 through 1941 for 
$125,000 of 1,250 shares of its 5% noncumu- 
lative preferred stock which taxpayer owned 
was held by the Tax Court to be equivalent 
to a distribution of taxable dividends under 
Sec. 115 (g) since the corporation had un- 
distributed surplus earnings in excess of the 
amounts distributed in such redemption. 
The Circuit Court holds, however, that such 
conclusion must depend upon how prior re- 
demptions, made of this same class of stock, 
were accomplished in 1931, 1934 and 1935, 
so as not to be also essentially equivalent to 
distributions of taxable dividends, as they 
might thus have reduced the earned surplus 
available for distribution during the taxable 
years in question. Accordingly, it was held 
that further findings of fact are necessary 
to support the Tax Court’s conclusion on the 
issue involved. CCA-3. Bertram Mever, 
Petitioner v. Commissioner of Internal Reve- 
nue, Respondent. 46-1 ustc J 9197. 


Individual returns: Louisiana community 
property: What constitutes administration 
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of wife’s property by husband: Finding of 
fact.—Royalty checks were payable to the 
wife in connection with an oil lease interest 
donated to her by her father after her 
marriage, the checks were endorsed and 
turned over to her husband for deposit 
in his bank account and the proceeds there- 
in commingled with his earnings and used 
indifferently for family expenses. The find- 
ings of the Tax Court, that such separate 
property of the wife was not administered 
and enjoyed by the husband so that the 
gains and profits from it became community 
property under the laws of Louisiana, are 
held to be supported by substantial evidence. 
The burden was upon her of proving that the 
property was administered by her husband 
as if it were his own. CCA-5. Rosemary 
Herold Lazard, Petitioner, v. Commissioner of 
Internal Revenue, Respondent. 46-1 ustc 
q 9160. 


Items not deductible: Unpaid salaries 
under Code Sec. 24 (c): Financial condition 
of taxpayer: Constructive receipt.—The di- 
rectors of taxpayer-corporation, which was 
on the accrual basis, voted its president, who 
was its principal stockholder, a salary of 
$15,000 for 1940 but paid him only $2,600 
that year, the balance being entered as a 
credit to his personal account on the books 
of taxpayer, and such balance was not paid 
during the 2%4 month period following the 
close of 1940. It was held that Code Sec. 
24 (c) prohibits the deduction of such bal- 
ance of salary for 1940, since it cannot be 
said that the balance was constructively paid 
where it was found that the true financial 
condition of taxpayer would not warrant 
that claim. CCA-5. Eugene Ashe Electric 
Company, Petitioner, v. Commissioner of In- 
ternal Revenue, Respondent. 46-1 ustc § 9164. 


Accounting methods: Dissolved corpora- 
tion: Income from uncompleted long-term 
construction contracts——Taxpayer carried 
on a business for two-thirds of the tax- 
able year and then dissolved after assign- 
ing and transferring all its assets and liabili- 
ties, including several long-term construction 
contracts still uncompleted, to its chief stock- 
holder and made no return of income from 
such contracts for that year. It is held that 
such corporation is liable for the taxes on 
income earned from such contracts during 
the year of its dissolution even though it had 
for previous years reported its income there- 
on under the completed-contract method of 
accounting. Accordingly, the Commissioner’s 
determination was approved in allocating 
income for the year of dissolution between 
the corporation and its stockholder, who 
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completed the contracts, based upon the 
relative percentages that the cost paid by 
the corporation during that part of the tax 
vear prior to the dissolution and the cost 
paid by such stockholder after dissolution 
each bore to the profit from the completed 
contracts. CCA-5. Jud Plumbing & Heat- 
ing, Inc., Petitioner, v. Commissioner of In- 
ternal Revenue, Respondent. Alice’ Gorrell 
Jud (Wife of Ed. J. Jud), Transferee, Peti- 
tioner, v. Commissioner of Internal Revenue, 
Respondent. Ed. J. Jud, Transferee, Peti- 
tioner, v. Commissioner of Internal Revenue, 
Respondent. 46-1 ustc § 9177. 


Deductions: Depletion: Drilling as con- 
sideration for assignment: Business ex- 
penses distinguished. — Where taxpayer, 
engaged in developing oil properties, en- 
tered into several lease agreements, each of 
which expressly placed upon it the obliga- 
tion to drill in a manner set forth in the 
agreements and provided that title to the 
lease would revest in the lessor in case of 
failure to do so, and some of the leases ex- 
pressly stated that the drilling was part of 
the consideration for the acquisition of the 
lease, it is held that the intangible drilling 
and development costs expended in that re- 
gard are not deductible as business expenses 
hut must be treated as capital expenditures. 
It was further found as to one of the leases 
that an amendment thereto bound taxpayer 
to an obligation to drill, so that the expendi- 
tures connected with the drilling of those 
wells likewise became a capital investment 
rather than an expense. One dissent. CCA- 
5. King Oil Company, Petitioner, v. Commis- 
stoner of Internal Revenue, Respondent. 46-1 
ustc J 9178. 


Deductions: Losses: Sale of worthless 
stock: Nominal values on speculative mar- 
ket.—Findings of the Tax Court that shares 
of Continental Shares, Inc., became worth- 
less in 1933 and not in 1941 when taxpayer 
sold such shares for a nominal amount, were 
held to be supported by the evidence, even 
though there was a speculative market in 
such securities during the taxable vear and 
the intervening vears. Rule in Dobson v. 
Com., 320 U. S. 489. 44-1 ustc § 9108, applied. 
CCA-6. Ray T. Miller, Petitioner, v. Com- 
missioner of Internal Revenue, Respondent. 
46-1 ustc J 9196. 


Items not deductible: Assets acquired 
from partnership: Assumption of liabilities: 
Capital expenditures v. business expenses.— 
Where taxpayer acquired the business and 
assets of a partnership and assumed all of 
its liabilities, and subsequently settled two 
law suits pending against the partnership at 


Interpretations 


the time of such transfer, the amounts so 
paid are held to be capital expenditures, and 
are not deductible by taxpayer as ordinary 
and necessary business expenses or losses, 
even though the claims were contingent and 
unliquidated at the time of the transfer, and 
settlement was dictated by business prudence 
in order to preserve taxpayer’s credit and 
business. Attorney’s fees incurred by tax- 
payer in connection with the settlement, 
which were allowed by the Tax Court, were 
not considered in this appeal. CCA-8. 
Holdcroft Transportation Company, a corpora- 
tion, Petitioner, v. Commissioner of Internal 
Revenue, Respondent. 46-1 ustc § 9193. 


Tax Court rules: Times and places of 
meetings: Hearings on jurisdiction.—Tax- 
payer was entitled to a hearing in Los 
Angeles, her admitted place of residence, on 
a motion by the Commissioner to dismiss, 
for lack of jurisdiction, her petition for re- 
determination of income tax. Notice of de- 
ficiency had been mailed to her at Las Vegas, 
Nevada, which the Commissioner contended 
and taxpayer denied was her last known 
place of residence. Code Sec. 1105 relating 
to the times and places of meetings is ap- 
plicable, and the Tax Court in referring the 
motion for disposition in Washington under 
Rule 26 abused its discretion. CCA-9. Janet 
Maxfield, Petitioner, v. Commissioner of In- 
ternal Revenue, Respondent. 46-1 ustc J 9172. 


When gross income reported: Departing 
alien’s receipt of money from corporation: 
Constructive receipt—Money advanced toa 
resident alien by a corporation to provide 
the tax to obtain a certificate of compliance 
as a condition for temporary departure from 
the United States was a loan and did not 
constitute income constructively received. 
Even if the payment of the tax by the cor- 
poration had been income to the alien, it 
could not be income for the period January 
1, 1938 to September 1, 1938, the shortened 
taxable period as terminated by the Com- 
missioner under Sec. 146 (a), 1938 Act, when 
the tax was not paid until September 7, and 
the alien was on the cash basis. CCA-9. 
Ethel Strickland Rogan, as Executrix of the 
Last Will and Testament of Nat Rogan, De- 
ceased, Appellant, v. Fernand Mertens, also 
known as Fernand Gravet, and Victorine 
Catherine Renourd Mertens, Appellees. 46-1 
ustc J 9173. 


Gross income: Family trusts: Grantor- 
trustee with broad managerial powers: 
Fiduciary responsibility: When income not 
taxable to grantor.—Broad managerial pow- 
ers retained by a grantor of trusts for the 
benefit of his children were held not sufficient 
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to render the income of the trust taxable to 
him, where it was claimed that such grantor, 
acting as co-trustee with his wife during the 
taxable years 1939 through 1941, had oppor- 
tunity within such general powers to invest 
funds of the trust in his own notes or the 
notes of any corporation, partnership, or 
association in which he was interested, and 
thus benefit himself directly or indirectly, 
or to make loans to the trusts and pledge 
their securities as collateral thereto and thus 
make it possible to acquire the collateral 
through foreclosure. Such possibilities were 
held not sufficient to bring the case within 
the rule of Helvering v. Clifford, 309 U. S. 
331, 40-1 ustc § 9265, since the powers re- 
tained did not of themselves strip taxpayer 
of his fiduciary obligation to the trust. Nor 
did the power retained, giving the trustees 
uncontrolled discretion to pay the beneficiary 
from the principal of the trust such sums as 
they might determine appropriate for his 
comfort, education and support, bring the 
trust within the provisions of Code Sec. 166. 
Refund allowed. DC Mass. Everett Morss 
v. United States of America. 46-1 ustc § 9182. 


Penalties: Criminal action for tax evasion: 
Sufficiency of indictment: Demurrer of third 
party: New rules of Supreme Court.—An 
indictment charging wilful attempt to evade 
payment of Federal taxes under Sec. 145 
(b) was held good on demurrer filed by one 
of the defendants (not the taxpayer), who 
complained that the indictment lacked suff- 
cient definiteness and particularity because 
it did not allege his relationship to the tax- 
payers. The indictment was held to comply 
with the requirements of Rule 7 (f) of 
Criminal Procedure recently approved by 
the Supreme Court. DC Md. United States 
of America v. Max A. Cohen and Philip 
Jacobs. 46-1 ustc § 9163. 


Records of sale: Levy on homestead of 
wife for taxes owing by husband: Right to 
restrain: Priority of refunding mortgage.— 
Under the laws of Oklahoma a wife is granted 
an indivisible and vested interest in home- 
stead property, and such right in the wife 
is one which cannot be subjected to levy and 
sale for the satisfaction of the Federal tax 
liability of her husband. Accordingly, it 
was held that the wife was entitled to en- 
join the collection of such tax out of the 
homestead. It was further held that, al- 
though the income tax lien notice was filed 
prior to the filing of a mortgage lien on the 
property, the lien of the government was 
not superior thereto where the proceeds of 
the mortgage loan were used to pay off an- 
other mortgage filed prior to the tax lien. 
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DC Okla. Alma Bigley, Plaintiff, v. H. C. 
Jones, Collector of Internal Revenue for the 
State of Oklahoma, David C. Roberts, Deputy 
Collector of Internal Revenue for the State 
of Oklahoma, Local Federal Savings and Loan 
Association of Oklahoma City, a corporation, 
and the United States of America, Defendants. 
46-1 ustc § 9161. 


Deductions: Depletion: Net profits shared 
by lessor.—Although by the terms of the 
lease agreement, taxpayer-lessor received a 
share of 8% percent of the net profits real- 
ized by the lessee from the production of oil 
and gas on the leased properties, taxpayer 
did not make an absolute sale of the oil and 
gas in the properties, but retained an economic 
interest therein, and was entitled under 
Code Sec. 114 (b) (3) to a depletion deduc- 
tion at the rate of 27% percent of the income 
so received. Kirby Petroleum Company v. 
Com., and Com. v. Anna Vickers Crawford, 
326 U. S. —, 46-1 ustc J 9149, followed. Ct. 
Cl. The Louisiana Land and Exploration 
Company v. The United States. 46-1 ustc 
q 9198. , 


When gross income reported: Contract 
for percentage of profits: Advances as pay- 
ment: Compensation overpaid.—W here tax- 
payer was entitled under an employment 
contract to receive a percentage of net profits 
on completed construction contracts, com- 
puted on actual receipt of such profits on an 
annual settlement date, an advance which 
was made to taxpayer of an amount equal to 
his share of the profits roughly estimated 
before such annual settlement date was held 
not taxable income at the time received, even 
though taxpayer, on the cash basis, returned 
such amount for income tax purposes, where 
it was later determined that a part of the 
advances made was in excess of what he 
was entitled to receive upon final settlement. 
The amount so paid was held not to have 
been received under a claim of rights thereto. 
Refund allowed. Ct. Cl. Arthur H. Wells 
and Mrs. Flora G. Wells, Husband and IVife, 
v. the United States. 46-1 ustc J 9199. 


TAX COURT 


Deductions: Bad debts: 


Loan to stock- 
holder: Release of personal liability: 
Existence of debt: Efforts to collect: 
Worthlessness.—Taxpayer had certain ac- 
counts on its books for money advanced to 
two individuals who were its stockholders 
at the time the advancements were made. 
In 1938 these stockholders sold their stock 
to two other individuals and at the time of 


sale it was agreed by all parties, including 
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taxpayer, that the two debtors would be re- 
leased from personal liability to pay the 
accounts and that in the future a certain per- 
centage of commissions due to these two 
debtors by taxpayer on oil drilling contracts 
tendered by them to taxpayer should be ap- 
plied as credits to the accounts. Thereafter 
the accounts remained on taxpayer’s books 
as before, and in the following year, 1939, 
considerable amounts were collected on the 
accounts in this manner. In 1941 the oper- 
ating oil company, of which these two debtors 
were the principal stockholders, went into 
bankruptcy and these two individuals were 
thereby put out of business and thereafter 
tendered no more drilling contracts to tax- 
payer. It was the Commissioner’s conten- 
tion that in agreeing that the accounts were 
not to be construed as a personal obligation, 
they ceased to be debts. The Tax Court 
holds that the debts were not cancelled or 
forgiven by the 1938 agreement and con- 
tinued to be debts within the meaning of the 
applicable statute and regulations, although 
the method of their payment was restricted, 
and became worthless in taxpayer’s fiscal 
year ended April 30, 1942, and are deductible 
as bad debts. It was not incumbent on tax- 
payer to make further efforts to collect or 
institute legal action, where debtors were not 
personally liable and such efforts would have 
availed nothing. The Clay Drilling Com- 
pany of Texas v. Commissioner, CCH Dec. 
15,005. 





















































Deductions: Losses: Surrender of stock 
in liquidation: Agreed payment: Closed 
transaction, although later payments re- 
ceived: Sale v. liquidation.—Taxpayer was 
a stockholder of corporation A, which on 
July 23, 1941 adopted a plan of liquidation 
that provided for the transfer of all its assets 
to Corporation B, which owned 1,208,197 
shares out of a total of 1,304,600 shares of 
its outstanding nonvoting Class A stock and 
7,025,100 and a fraction shares of a total of 
7,090,036 and a fraction shares of its out- 
standing shares of Class B stock. The con- 
sideration for such transfer was the sur- 
render by B for cancellation and retirement 
of all of its said holdings of stock of A, and 
the payment by B on behalf of A to all the 
other stockholders of A in full liquidation 
of their pro-rata interest in the assets of A 
at the rate of 65 cents per share for each 
share of Class A and Class B stock held by 
such other stockholders, or in the case of 
shareholders entitled to statutory appraisal 
the payment to such shareholders of the ap- 
praised value of their shares and the costs 
of such proceedings. On December 29, 1941 
taxpayer surrendered his shares of stock of 

































Interpretations 


corporation A without reservation and re- 
ceived a check in payment thereof at the rate 
of 65 cents per share with the understanding 
that such payment was in complete liquida- 
tion of the stock. It was held by the Tax 
Court that such surrender of stock by tax- 
payer and his receipt of that sum of money 
constituted a closed and completed trans- 
action, as the result of which he sustained 
a capital loss deductible from his gross in- 
come for that year under Code Sec. 23 (e), 
even though other stockholders instituted 
appraisal proceedings as a result of which 
taxpayer and the other stockholders received 
an additional 10 cents per share in 1942, and 
received a further additional sum of $1.99 
per share in 1943 as a result of stockholders’ 
derivative suits to which taxpayer was not a 
party. It was found that such stock had a 
fair market value not in excess of 65 cents 
a share on the date of such surrender by 
taxpayer, and that, although technically a 
liquidation, the 1941 transaction had many 
of the aspects of a sale. Charles S. Dana v. 
Commissioner, CCH Dec. 14,957. 


Gross income: Definition: Retirement 
annuity contracts: Non-exempt plan: Ad- 
ditional compensation: Years taxable.—In 
the taxable year 1941, taxpayers were em- 
ployees of a corporation. Some of them 
were also officers and directors. In that 
year the corporation adopted a plan pro- 
viding for additional compensation for such 
of its officers and employees who had been 
in its service for at least 19 years, through 
the purchase of retirement annuities for their 
benefit, commencing at age 65. Taxpayers 
were beneficiaries of the plan. No pension 
trust was set up by the company in behalf 
of its employees, and for that reason Code 
Sec. 165 is not involved. During the tax- 
able year the corporation caused to be issued 
certain retirement annuity policies naming 
taxpayers as annuitants; paid the annual 
premiums for the first year and for two years 
in advance; and delivered the policies to 
taxpayers. The advance premiums would 
have been repaid to the corporation, if, be- 
fore such premiums became due, the cor- 
poration had so requested. The Tax Court 
holds that the amount of premiums paid for 
the first year constituted taxable income to 
taxpayers in 1941 under Code Sec. 22 (a). 
Robert P. Hackett, CCH Dec. 14,899 (pro- 
mulgated December 28, 1945) followed. It 
was further held that the amount of premiums 
tentatively advanced for the second and 
third years did not represent taxable income 
to taxpayers in 1941, they being on the cash 
basis, as these premiums were not irrevocably 
paid during the taxable year for taxpayers’ 
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benefit. Paul A. Draper v. Commissioner, 
CCH Dec. 14,976. 

Tax-free exchanges: Property paid in for 
stock: Cost of acquisition v. transferor’s 
basis.—Corporation X, in 1930, transferred 
substantially all of its assets to taxpayer, a 
newly organized corporation, in exchange 
for all of taxpayer’s capital stock which had 
a stipulated fair market value. Seventy-five 
percent of this stock was immediately trans- 
ferred by X to corporation Y and the re- 
maining 25 percent was placed in escrow 
where it was available to Y at the latter’s 
option. Y then issued 22,978 shares of its 
stock to X in exchange for the 75 percent 
of taxpayer’s stock. X distributed the Y 
stock to its shareholders and was dissolved 
shortly thereafter. These transactions all 
took place pursuant to an agreement between 
Y and all the stockholders of X. The ques- 
tion at issue was whether, in computing tax- 
payer’s excess profits credit by the invested 
capital method pursuant to Code Sec. 718 
(a) (2), the amount to be included in equity 
invested capital for “property paid in for 
stock” is the cost of said property or whether 
it is the basis of that property in the hands 
of taxpayer’s transferor (corporation X). 
The Commissioner urged that the property 
paid in for stock was acquired in a trans- 
action described in Code Sec. 112 (b) (5) 
and that under the exceptions of (7) and 
(8) of Sec. 113 (a) taxpayer’s basis for com- 
puting loss should be the same as the basis 
to X. By the use of the basis contended for 
by the Commissioner, the resulting excess- 
profits credit was less than the credit which 
would have been obtained under the income 
method. On a finding by the Tax Court 
that X or its stockholders were not in con- 
trol of taxpayer immediately after the ex- 
change of the property for taxpayer’s stock, 
since X retained only 25 per cent of tax- 
payer’s stock, it was held that the basis (un- 
adjusted) to taxpayer of the property acquired 
from X is taxpayer’s cost, since taxpayer did 
not acquire the property in a transaction 
described in Sec. 113 (a) (7) and (8); and 
that, in determining “property paid in for 
stock” in the computation of equity invested 
capital under the invested capital method 
for excess-profits tax purposes in 1940, tax- 
payer is entitled to include the property paid 
in by X for taxpayer’s stock at the cost of 
said property to taxpayer. Independent Oil 
Co., Inc. v. Commissioner, CCH Dec. 14,960. 


Basis for depreciation: Reorganization: 
Change of control.—W, an individual, acting 
as “trustee” for the holders of all claims and 
judgments against a mining corporation in 





receivership and for the subscribers of new 
money, successfully bid in the property of 
the corporation at the receiver’s sale. W 
then transferred the property to taxpayer, a 
newly organized corporation. In exchange 
for the property taxpayer issued its “prior 
lien notes” to the holders of said claims and 
judgments and to the subscribers of new 
money in the face amount of the claims and 
judgments and new money subscribed, said 
persons thereby becoming 100 percent of the 
creditors of the taxpayer. Taxpayer also is- 
sued to said persons a bonus of one-hali 
share of its common stock for each dollar 
of face value of prior lien notes, the stock 
so issued being not more than 7.98 percent 
of its total issued shares. 78.91 percent of 
petitioner’s stock was issued to W for his 
promotional services and balance to other 
persons for unrevealed considerations. Tax- 
payer contended that it acquired the prop- 
erties in connection with a “reorganization” 
within the meaning of Sec. 112 (i) (1) (A), 
Act of 1928, and that it was entitled to use 
the cost of the properties to its transferor, 
the predecessor corporation, as its basis for 
determining depreciation and _ depletion. 
Taxpayer contended, further, that 100 per- 
cent of the creditors of the predecessor became 
100 percent of the creditors of taxpayer, that 
is, they received all the prior lien notes, and 
that therefore more than 50 percent of the in- 
terest or control in the predecessor’s prop- 
erty remained in the same persons, as 
required in Sec. 113 (a) (7), Act of 1938. 
The Tax Court holds (1) that immediately 
after the transfer of the property to tax- 
payer, an interest or control in such prop- 
erty of 50 percent or more did not remain 
in the same persons as required by Sec. 113 
(a) (7), Act of 1938; and (2) that the prior 
lien notes did not give their holders any 
“interest or control” in petitioner within the 
meaning of Sec. 113 (a) (7), Act of 1938; 
and (3) that, therefore, taxpayer’s basis for 
determining depreciation and depletion of the 
property acquired by it is the cost of said 
property to taxpayer. Lehigh Metals Com- 
pany (a corporation) v. Commissioner, CCH 
Dec. 15,003. 


Deductions: Depletion: Oil and _ gas 
leases: Payment of percentage of net prof- 
its: Economic interest in oil.—Taxpayers 
and other individuals each owned fractional 
interests in certain oil leaseholds which they 
assigned to the X corporation under an 
agreement which provided for the operation 
of the properties in the event test wells pro- 
duced oil in commercial quantities and for 
the payment by the X corporation of 25% 
of the profits derived therefrom to taxpayers 
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The Tax Court 
holds that while payment was dependent en- 
tirely upon the sale of the oil, it would end 
only upon the exhaustion of the supply. 
Accordingly, taxpayers were held to have 
retained an economic interest in and to the 
oil and are entitled to appropriate depletion 
allowances. Kirby Petroleum Co. v. Commis- 
sioner, et al. (decided by the Supreme Court 
on January 28, 1946), 46-1 ustc J 9149, fol- 
lowed. Wm. R. Murphy v. Commissioner; 
Mary Murphy v. Commissioner, CCH Dec. 
15,000. 


Items not deductible: Cost of hiring 
nursemaid: Husband and wife employed.— 
During the entire taxable year taxpayer and 
her husband were regularly employed. In 
order to enable her to engage in her em- 
ployment as teacher in the public schools, 
taxpayer employed a nursemaid, during the 
taxable year, whose duties were to care for 
the minor children and to assist taxpayer 
in the discharge of her housekeeping duties. 
Taxpayer claimed a deduction of $1,000 on 
account of salary, board and lodging paid 
the nursemaid during the taxable year, 1941, 
as ordinary and necessary expense of carry- 
ing on a trade or business, or as a nontrade 
or nonbusiness expense incurred for the pro- 
duction or collection of income, under Code 
Sec. 23 (a). The Tax Court holds that tax- 
payer’s “trade or business” was teaching 
school, and the payments to the nursemaid 
were “personal” expenses, and not deductible. 
Mildred A. O’Connor v. Commissioner, CCH 
Dec. 15,004. 


Gross income: Exclusions: Shares as- 
signed to wives: Bona fides.—Taxpayer, 
together with other holders of common stock 
in a close corporation, caused reissuance of 
the stock in two classes equal in amount. 
One class they conveyed 15 days later to 
their wives, pursuant to a plan adopted prior 
to the reissuance of stock. The stock re- 
ceived by the wives had voting power only 
in limited situations provided by law, and 
had a value of only $1 a share on dissolu- 
tion. Dividends were payable thereon, after 
certain dividends to the husbands, only in 
the husbands’ discretion. Later, an agree- 
ment was made restricting alienation of the 
stock held by the wives, and requiring an 
offer thereof to the other stockholders at $1 
per share. Dividends in large amounts were 
paid to the wives. The Tax Court holds that 
in view of all the control and interest re- 
tained by the husbands in connection with 
the transactions, the dividends belonged to 
the husbands, and consequently the income 
from the stock in the name of taxpayer’s 


Interpretations 


wife was income to him, and includible in 
his income. Carlton B. Overton v. Commis- 
stoner; George W. Oliphant v. Commissioner, 
CCH Dec. 15,002. 


Capital gains and losses: Judgment for 
recovery on notes: Sale or exchange.—Tax- 
payer was sole beneficiary of her husband’s 
estate. In return for services rendered, tax- 
payer’s husband received notes executed by 
a corporation in receivership, as maker, and 
members of a Bondholder’s Protective Com- 
mittee, as endorsers. The notes not being 
paid, he filed suit thereon against members 
of the Committee, the corporation having 
been dissolved. During the course of this 
action, the husband died, and judgment was 
recovered by the administrator of his estate. 
This judgment was distributed to taxpayer 
as sole beneficiary of her husband’s estate. 
At that time it had no fair market value. 
Four years later, in 1940, a partial payment 
was made to taxpayer on this judgment. 
Taxpayer, relying on Code Sec. 117 (a) (4), 
reported the amount as a long-term capital 
gain, and for income tax purposes took into 
account only 50 percent thereof. The Com- 
missioner conceded that the judgment was 
“property” within the meaning of Code Sec. 
117 (a) (1), but contended that the gain 
constituted ordinary income because the 
amount received by taxpayer was not re- 
ceived by her ona “sale or exchange” within 
the purport of Code Sec. 117 (a) (4). The 
Tax Court holds that the payment to tax- 
payer was taxable as ordinary income. Even 
assuming that the payment was in retire- 
ment of notes, within the meaning of Code 
Sec. 117 (f), there was no showing that the 
notes in question were in registered form, 
as required in that section. Matilda S. 
Puelicher v. Commissioner, CCH Dec. 15,001. 


Deductions: Depletion: Share of net prof- 
its— Taxpayer was lessor of an oil and gas 
lease which contained no provision for the 
payment of a royalty other than a per- 
centage of the net profits determined under 
a prescribed formula. The Commissioner 
contended that where the lessor leases solely 
for net profits he no longer has a direct in- 
terest in the production of the mineral de- 
posits and is not entitled to a 27% per cent 
depletion deduction under Sec. 114 (b) (3) 
of the Revenue Act of 1938 and the Code. 
In the light of the recent pronouncement of 
the Supreme Court in Kirby Petroleum Co. 
v. Commissioner, et al. (decided January 28, 
1946), 46-1 ustc J 9149, it is held that tax- 
payer is entitled to such depletion deduction. 
The Procter and Gamble Manufacturing Com- 
pany v. Commissioner, CCH Dec. 14,998(M). 
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STATE TAX 


ALABAMA 
May 1—— 


Automobile dealers’ reports due. 


May 10—— 

Automobile dealers’ reports due. 

Report and payment of service licensees 
of alcoholic beverage due. 

Reports of manufacturers and distributors 
of alcoholic beverages due. 

Tobacco stamp and use tax report and 
payment due. 


Tobacco wholesalers and jobbers report 
due. 


May 15—— 
Carriers’, warehouses’ and transporters’ 
gasoline tax report due. 


Carriers’, warehouses’ and transporters’ 
lubricating oils tax reports due. 


Motor carriers’ mileage report and tax due. 
Oil and gas conservation tax report and 
payment due. 


May 20—— 

Automobile dealers’ reports due. 

Coal and iron ore mining tax report and 
payment due. 

Gasoline tax report and payment due. 

Lubricating oils tax report and payment 
due. 

Motor fuel tax report and payment due. 

Sales tax reports and payments due. 


ARIZONA 
May 5—— 


Alcoholic beverages licensee’s report due. 


Second Monday: 





Tax due on unsecured personal property 
within $200 value. 


May 10—— 


Wholesalers of malt, vinous and spiritu- 
ous liquors reports and payment due. 
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May 15—— 
Gross income reports and payments due, 
Motor carriers’ reports and taxes due. 
Use fuel tax report and payment due. 


May 25—— 
Motor vehicle fuel distributors’, whole- 
salers’ and carriers’ reports and pay- 
ments due. 


ARKANSAS 
May 10—— 
Alcoholic beverages consumers’ sales taxes 
due. 


Cigarette reports due. 
Motor fuel carriers’ report due. 


Natural resources severance tax report 
and payment due. 


May 15—— 


Alcoholic beverage reports due. 


Income tax return and first installment 
and information-at-the-source returns 
due, for taxpayers on calendar year basis. 


Oil and gas reports and payments due. 





May 20 


Gross receipts tax report and payment due. 
Use fuel tax report and payment due. 


CALIFORNIA 
May 1—— 


Common carrier distilled spirits tax re- 
port and payment due. 


Gasoline tax report and payment due. 


May 15—— 


Beer and wine report and tax due. 


ee 


Distilled spirits report and tax due. 
Use fuel tax report and tax due. 


Tacs iwatie a * 


May 20 


Motor carriers’ gross receipts tax due. 
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COLORADO 





May 1 
l‘ranchise tax due. 
Property tax due. 








May 5 
Alcoholic beverage manufacturers’ reports 
due. 
\lotor carriers’ tax due. 
May 10 
Motor carriers’ report due. 
May 15—— 


Coal mine owners’ inspection tax due. 
Sales tax reports and payments due. 
Use tax reports and payments due. 


May 25 
Coal royalty tax due. 


Gasoline (including diesel fuel) tax re- 
ports and payment due. 





CONNECTICUT 





May 1 
Gasoline tax due. 
Motor vehicle registration due. 


May 15—— 
Cigarette tax report due. 
Gasoline use tax reports and payment due. 


May 20—— 


Alcoholic beverage tax return and pay- 
ment due. 


State Tax Calendar 


First Monday 


May 15 


May 31 


May 1 


DELAWARE 





Annual statement of steam, gas, and elec- 
tric companies due. 





Filling stations’ gasoline tax report. 


Manufacturers and importers of alcoholic 
beverages report due. 





Distributors’ gasoline tax report and pay- 
ment and carriers’ report due. 


DISTRICT OF COLUMBIA 





Annual license tax for all general agents, 
agents, brokers, solicitors, etc., of insur- 
ance due. 


Annual license tax for all insurance com- 
panies, except marine insurance com- 
panies, due. 


May 10—— 
Licensed manufacturers’ and wholesalers’ 
of beer report due. 


Licensed manufacturers, wholesalers or 
retailers of alcoholic beverages report 
due. 


May 15—— 


Tax on beer due. 


May 25—— 


Gasoline tax report and payment due. 


FLORIDA 





May 1 
Motor transportation companies’ reports 
and tax due. 





May 10 
Agents’ and wholesalers’ cigarette tax re- 
ports due. 


Manufacturers’ and distributors’ alcoholic 
beverages reports and taxes due. 


May 15—— 
Gasoline sales, use and storage reports 
and taxes due. 


Transporters’ and carriers’ alcoholic bev- 
erages reports due. 
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May 25—— 
Oil and gas severance reports and taxes 
due. 
GEORGIA 
May 1 


Property tax returns in counties of more 
than 200,000 due. 
May 10—— 
Cigar and cigarette reports due. 
Liquor wholesalers’ reports due. 
Motor carriers’ reports due. 
May 15—— 
Malt beverage 
May 20 


Gasoline tax report and payment due. 


tax report due. 











IDAHO 

May 1 

Mining companies’ reports due. 
May 10 

Dairy products substitutes dealers’ reports 

due. 

May 15—— 

Beer dealers’, brewers’ and wholesalers’ 


reports due. 
Cigarette wholesalers’ 
ports due. 


drop shipment re- 


Electric power companies’ report and tax 
due. 

Gasoline dealers’ tax report and payment 
due. 

Public utilities statement and tax due. 





May 31 


Beer tax, additional, due. 
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: ILLINOIS 
May 1 
Private car line companies reports due. \ 


Railroads property tax and capital stock 
reports due 

Real property taxes (first installment) 
and personal property taxes in Cook 
County due. 

Telegraph companies capital stock reports 
due. 

May 10—— 





Motor carriers’ mileage tax due. 





May 15 
Alcoholic beverage tax reports due. 
Cigarette tax return due. 

Electricity tax report and tax due. 
Gas tax report and tax due. 
Messages tax report and tax due. 


Sales tax report and payment due. 


May 20 


Gasoline tax report and payment due. 





May 31 


Transporters’ gasoline tax report due. 





INDIANA 
May 1 


Alcoholic vinous beverage 





tax due. 


Private car company returns due. 


May 6—— 


Property tax due (first installment). 


May 15 


Alcoholic vinous beverage tax due. 





Fuel use tax reports and payment due. 


May 20 


Bank share tax report and payment due. 





Juilding and loan association’s intangibles 
tax report and payments due. 


May 25 


Gasoline tax report and payment due. 





IOWA 

May 1 
Electric light and power, gas, water, pipe ; 
line, electric railways and elevated street 





railways annual property report due. i 
Electric transmission lines property re- § 
port due. fe 


Telegraph and telephone companies annual 
property tax report due. 


1946 @ TAX ES—The Tax Magazine 










May 
D; 


we 


Ma 
C 


Sta 








ue, 
stock | 


1ent) 


Cook 


ports 


ue. 


ue. 


lue. 


it due. 


ngibles 


due. 


CHT 


er, pipe 
d street 
due. 


4 


rty re- 


RRR 


annual § 


agazine 


May 10—— 


Carriers’ gasoline tax report due. 
Cigarette vendors’ reports due. 


Class “A” permittees make beer tax re- 
port and payment. 


May 20 
Distributors gasoline tax report and pay- 
ment due. 





KANSAS 
May 5—— 


Cigarette distributors’ reports due. 


May 10: 


\lcoholic and malt beverage wholesalers’ 
and distributors’ reports due. 





\lalt beverage dealers’ reports due. 


May 15—— 


Carriers’ gasoline and fuel use tax reports 
and fees due. 


Compensating tax report and payment 
due. 


\fotor carriers’ gross ton mileage tax re- 
port and payment due. 
May 20—— 
Sales tax report and payment due. 


Use fuel report and payment due. 


May 25—— 


Gasoline tax report and payment due. 


KENTUCKY 





May 2 

Tax on distilled spirits in bonded ware- 
house due. 

May 10 


\musement and entertainment report and 
tax due. 





Cigarette tax reports due. 


Refiners’ and importers’ gasoline tax re- 
port due. 


May 15—— 
Alcoholic beverage reports due. 
Fuel use tax reports and payment due. 
Passenger carriers’ mileage tax due. 


Public utilities’ gross receipts tax reports 
and payment due. 





May 20 


Oil production tax report and payment 
due. 


State Tax Calendar 


May 31 





Dealers’ and transporters’ gasoline tax re- 
port and payment due. 


LOUISIANA 





May 1 
Public utilities license tax due. 
Tobacco wholesalers’ reports due. 
May 10—— 
Alcoholic beverage importers’ reports due. 
Gasoline importers’ reports due. 
Kerosene importers’ reports due. 
Lubricating oil importers’ reports due. 
May 15—— 
Alcoholic beverage carriers’ reports due. 
Income tax returns and tax or first in- 
stallment due. 


Intoxicating liquor manufacturers’ and 


dealers’ report due. 
Lubricating oil carriers’ reports due. 

Tobacco report due. 
May 20 
Alcoholic beverage reports and taxes due. 





Fuel use tax report and payment due. 
Gasoline dealers’ reports and tax due. 
Kerosene dealers’ reports and tax due. 


Lubricating oil dealers’ reports and tax 
due. 


New Orleans City sales and use tax report 
and payment due. 


Sales and use tax report and payment due. 
May 31 


Gas-gathering tax reports and payment 
due. 





Natural gas pipelines reports and payment 
due. 


Public utilities license tax reports due. 
Severance tax reports due. 
























MAINE 





May 10 
Manufacturers and wholesalers of malt 
beverages report due. 


May 15—— 


Use fuel tax report and payment due. 





May 31 


Gasoline tax report and payment due. 


MARYLAND 
May 5—— 


Public passenger motor vehicles report of 
excess operations due. 


May 10—— 
Admissions tax payment due. 


Brokers’ reports of unauthorized insur- 
ance due. 





May 30 
Purchasers of cargo lots of motor fuel 
report due. 
Beer tax report and payment due. 


Gasoline tax report and payment due. 


MASSACHUSETTS 





May 10 
Alcoholic beverage excise tax report and 
payment due. 
Meals excise tax report and payment due. 
Returns of savings banks and trust com- 
panies having savings department due. 


May 20—— 
Cigarette distributors’ tax report and pay- 
ment due. 


May 30—— 
Motor fuel tax report and payment due. 
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MICHIGAN May 
May 1 A 
Oil and gas producers severance tax and May 
reports due. ; N 
Annual reports of common carriers, tele- { CG: 
phone and union depot companies due M 
to the Public Utilities Commission. ; 
May 5—— Se 
Carriers’ gasoline tax report and payment I 
due. 7 
U: 
May 10 
7 ; May 
Common and contract carrier report and O 
fees due. 
May 15—— 
Sales and use tax reports and payments 
due. May 
1) 
May 20—— 
Distributors’ gasoline tax report and pay- 
ment due. Fi 
Last day to make gas and oil severance 
tax report and payment. 
‘ : pS May 
N 
MINNESOTA 
May 1—— May 
Grain tax statements due. \ 
Iron severance occupation tax due. R 
A 
May 10—— 
Semi-annual report of common carriers} ae 
of ore due. | 
Wholesalers’, brewers, and manufacturers’ 
alcoholic beverage reports due. 
May 15 Ma} 
Interstate motor carriers’ mileage tax due. B 
May 23 C. 
Distributors’ gasoline tax report and pay- E 
ment due. G 
Special use fuel tax report and payment) May 
due. P 
May 31 
Iron severance royalty tax due. May 
P 
Ma} 
MISSISSIPPI p 
May 1 be 


Second installment of ad valorem taxes, 
including special taxes of municipalities § 
and other taxing districts authorized to} May 


be paid in installments, is due. s 
Information reports of railroads are due. 





May 5 4 May 
Factories’ reports due. , G 
Sta 











May 10 


Admissions tax reports and payment due. 





x and i 





} May 15 

Alcoholic beverages reports due. 
, tele- : Gasoline tax reports and payment due. 
S due Manufacturers, distributors and whole- 

salers of tobacco report due. 

Sales tax reports and payment due. 
‘ Timber severance tax reports and pay- 
yment 


ment due. 
Use tax reports and payment due. 


May 25—— 














rt and : 
: Oil severance tax and report due. 
ments MISSOURI 
May 1 
Domestic stock insurance companies and 
mutual insurance companies other than 
d pay- life—annual premium tax due. 
Foreign insurance companies annual pre- 
erance mium tax due. 
May 5—— 
Non-intoxicating beer permittees’ report 
due. 
May 15 
\lcoholic beverage report due. 
Retail sales tax reports and payment due. 
{ Annual franchise tax due. 
oeeioeet May 25—— 
carriers | ee oy 
| Use fuel tax report and payment due. 
cturers | 
| MONTANA 
May 15 
— Brewers, wholesalers and transporters of 
oe beer report and payment due. 
Carriers’ gasoline tax reports due. 
+ leactri ae - lec’ > -¢ « aw 5 
nd pay: Electric companies’ report and tax due. 


Gasoline tax reports and payment due. 


May 20 
Producers, transporters, dealers and re- 
finers of crude petroleum reports due. 


ayment 





May 25—— 
Pipe line companies annual reports due. 
f May 31—— 
i, Property taxes (second half) due. 
n taxes, } 
ipalities @ NEBRASKA 


rized tof)’ May 1—— 
» Unqualified foreign corporations’ property 


statements due. 





are due. @ 


; May 5 


Grain warehouse operators’ reports due. 


§ State Tax Calendar 
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May 10 


Employment agencies reports due. 


May 15 


Alcoholic beverage manufacturers’ 
wholesale distributors’ report due. 





and 


All monthly motor vehicle fuel tax reports 
and payments due. 


Gasoline sales and use tax reports and 
payments due. 


Itinerant vendors’ reports due. 
Potato shippers’ monthly reports due. 








NEVADA 
May 10 
Liquor reports of out-of-state vendors 
due. , 
May 15 


Gasoline carriers’ tax report due. 
Liquor reports of importers and manu- 
facturers due. 
May 25—— 
Fuel users’ tax reports and payment due. 
Gasoline tax reports and payment due. 


NEW HAMPSHIRE 





May 1 

Life insurance companies’ gain and loss 
statements due. 

May 10 


Alcoholic beverages reports due; permit- 
tees’ payment due. 





Unlicensed fire insurance companies’ agents 
monthly reports due. 


May 15 


Use fuel tax report and payment due. 


May 31 
Carriers’ reports of motor fuel deliveries 
due. 








Motor fuel report and tax due. 











NEW JERSEY 


May 1—— 
Second quarterly installment of property 
tax due. 
May 10 
Busses in municipalities gross receipts re- 
port and tax due. 





Jitneys in municipalities gross receipts re- 
port and tax due. 
Report and excise tax on interstate busses 
due. 
May 31 


Carriers’ gasoline tax report due. 





Distributors’ gasoline and 


ment due. 


reports pay- 


NEW MEXICO 
May 1—— 
Annual franchise tax due. 


Second half of property taxes delinquent. 


May 15—— 


Occupational gross income tax reports 
and payment due. 

Oil and gas conservation report and pay- 
ment due. 


Severance tax and report due. 


May 20 


Motor carriers’ report and tax due. 





Pipe line operators’ license tax due. 


May 25—— 
Gasoline tax report and payment due. 
Use or compensating report and payment 


due. 


NEW YORK 
May 15—— 


Transportation and transmission compa- 
nies additional tax and report due. 

Business corporation franchise tax report 
and part payment of tax due. 
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May 20 
Alcoholic beverage taxes and reports due, 
May 25—— 
New York City conduit companies, taxes 
and reports due. 
New York City public utility excise 
turns and payments due. 
May 31 


Gasoline tax reports and payment due. 


{ 


re- 





Water, gas, electric, or steam heating, 
lighting and power companies report 
and tax due. 

insurance 


Franchise tax and of 


companies due. 


report 


NORTH CAROLINA 
May 10——. 
Carriers’ gasoline tax reports due. 
Railroads’ alcoholic beverage report and 
tax due. 
Tobacco (scrap or untied tobacco) deal- 
ers’ reports due. 


Unfortified wine additional and 


ports due. 


May 15—— 


Sales tax report and payment due. 


tax re 


Spirituous liquor tax due. 
Use tax report and payment due. 
May 20 
Franchise bus carriers’ and franchise haul- 

ers’ reports and payments due. 





Gasoline and other motor fuels taxes and 
reports due. 


NORTH DAKOTA 





May 1 
Oil inspection reports due. 
Filing of returns for property assessment. 
May 10 
Cigarette distributors’ tax due. 
May 15—— 
3eer tax reports and payment due. 
Gasoline tax reports and payment due. 
Interstate motor carriers tax due. 
Liquor transaction invoices and tax due. 
{ 
May 25—— 
Use fuel tax report and payment due. 
May 31 i 


Cream station and dairy reports due. 
Grain warehouse reports due. 
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OHIO 
May 10—— 
\dmissions tax report and payment due. 
Cigarette wholesalers’ report due. 
Class “A” and “B” permittees’ alcoholic 
beverage reports due. 
May 15—— 
Use tax report on cigarettes due. 
May 20 


Dealers’ gasoline tax reports due. 


Fourth Monday. 











\nnual license for dealers in brewer’s 
wort and malt due. 
May 30 


Carriers’ gasoline tax report due. 
Property tax return due. 
May 31 
Equipment, freight line and sleeping car 
corporations excise tax report due. 
Gasoline tax due. 





OKLAHOMA 
May 1 
I-xcise tax on petroleum report and tax 
due. 
Oil, gas and mineral gross production re- 
ports and payment due. 











May 5 
Reports from mines, other than coal, due. 
May 10 
\irports’ gross receipts report and tax 
due. 


Cigarette tax reports due. 
Coin-operated music boxes reports and 
tax due. 
Non-intoxicating alcoholic beverage reports 
and payment due. 
May 15 
Gasoline dealers’, retailers’ and carriers’ 
reports due. 
Inspection tax on petroleum products, re- 
port and tax due. 
Sales tax reports and payment due. 
Tobacco products reports due. 
May 20 
Coal mine operator’s report due. 
Fuel use tax report and payment due. 
Gasoline distributors’ reports and payment 
due. 
Use tax reports and payment due. 
May 31 


Fur dealers’ reports due. 











OREGON 





May 10 
Insurance tax due. 
Oil production tax reports and payment 
due. y 


State Tax Calendar 


May 15—— 
Quarterly installment of property tax due. 
May 20 
Alcoholic beverage tax report and pay- 
ment due. 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 
May 25—— 


Gasoline tax payment and reports due. 





PENNSYLVANIA 





May 10 


Importers of spirituous and vinous liquors 
report due. 
Malt beverage reports due. 


May 15 


Corporate net income tax second install- 
ment due. 

Employers’ return of tax withheld at the 
source under the Philadelphia income 
tax due. 

Manufacturers’ alcoholic beverage tax re- 
port and payment due. 


May 30 


Gasoline tax reports and payment due. 








RHODE ISLAND 








May 10 
Manufacturers’ alcoholic beverage report 
due. 
Tobacco products tax reports due. 
May 31 


Cigarette dealer’s license expires. 
Cigarette solicitor’s permit expires. 


SOUTH CAROLINA 
May 1 
Public utilities franchise or gross receipts 
due. 
May 10 
Admissions tax reports and payment due. 
3eer and wine wholesalers’ report due. 
Power tax and report of public utilities 
due. 
Soft drink tax report and payment due. 



























May 20—— 
Fuel oil dealers’ report and payment due. 
Gasoline tax report and payment due. 
Utilities’ report of gasoline shipments due. 


SOUTH DAKOTA 





May 1 
Motor carriers of passengers’ tax due. 
Public grain warehouse reports due. 
Sleeping car companies’ property tax re- 

turn due between this date and June 1. 

May 10 


Employment agency reports due. 





Interstate motor carriers’ and 


taxes due. 


May 15—— 


Alcoholic beverage reports due. 


reports 


Dealers’ and carriers’ gasoline tax report 
due; tax due in 30 days. 


May 20 


Passenger mileage tax due. 





TENNESSEE 





May 1 
Application 
license due. 


for cigarette and tobacco 


Cotton seed oil mills’ report due. 


May 10 


Barrel tax on beer due. 





Carriers’ gasoline tax report due. 
Last day to make alcoholic beverages 
report. 


May 15—— 
Carriers of use fuel report due. 
Users of fuel file report. 

May 20 


Distributors’ gasoline tax report and pay- 
ment due. 





Liquid carbonic acid gas tax due. 
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TEXAS 





May 1 
Cigarette distributors’ and solicitors’ re- | 
ports due. | 


Express company report and tax due. 
Franchise tax due. 


May 15 


Tax remittance and report due from oleo- 
margarine dealers. 


May 20. 


Gasoline taxes and reports due. 








Motor fuel tax report and payment due. 
Oil and gas well services’ reports and 
gross receipts tax payments due. 
Users of liquefied gases and liquid fuel 
tax reports and payment due. 
May 25 


Carbon black production tax report and 
payment due. 





Oil production tax reports and payment 
due. 

Prizes and awards of theatres tax reports 
and payment due. 





UTAH 
May 10 
Carriers’ use fuel tax report due. 
May 15—— 


Sales and use taxes and returns due. 
Use fuel tax report and payment due. 


May 25 


Carriers’ gasoline tax report due. 





Distributors’ and retailers’ gasoline tax 
report and payment due. 


VERMONT 





May 10 
Alcoholic beverage tax reports and pay- 
ment due. 
May 15 
Electric light and power companies’ re- 
port and tax due. 





Public utilities’ annual reports and taxes 
due. 


May 20 





y 


Alcoholic beverage manufacturers’ returns { 


due. 


May 31 
Cigarette tax licenses expire. 





Gasoline tax reports and payment due. 
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W 


Stat 





VIRGINIA 






























May 1 
’ re- Individual and fiduciary income tax re- 
turn due. 
e. Property tax returns due. 
Gross receipts tax reports of utilities due. 
,; May 10—— 
oleo- : : 
Beer dealers, bottlers and manufacturers 
report due. 
May 20—— 
ne. Carriers’ gasoline tax reports due. 
_— Use fuel tax reports and payment due. 
| fuel May 31 : 
Gasoline tax reports and payment due. 
t and WASHINGTON 
May 1 
yment ee : : 
Private car companies annual report due. 
>ports May 10 
Brewers’, distillers’, manufacturers’ and 
wineries’ reports due. 
May 15—— 
Butter substitutes reports and payment 
due. 
Cigarette reports due. 
P. Occupation tax returns and tax due. 
jue. Public utility gross operating tax and re- 
turn due. 
Sales and compensating tax returns and 
tax due. 
ne tax 
May 20—— 
Use fuel tax reports and payment due. 
May 25 
cua Gasoline tax réports and payment due. 
May 31—— 
First half of property taxes due. 
ies’ re- 
1 taxes WEST VIRGINIA 
May 1—— 
Second installment of property taxes due. 
returns | 
May 10 
Brewers’ and beer distillers’ reports and 
taxes due. 
Winery and distillery licensees’ reports 
due. due. 





State Tax Calendar 


May 15—— 
Sales tax reports and payments due. 





May 30 


Gasoline tax reports and payment due. 


WISCONSIN 
May 1 


Beer tax reports due. 








May 10 


Intoxicating liquor and wine tax reports 
due. 


Tobacco products returns due. 


May 20—— 


Gasoline tax reports and payment due. 


May 25—— 


Personal property tax return due. 


WYOMING 





May 10 
Carriers’ gasoline tax reports due. 


Second installment of general taxes de- 
linquent. 


May 15—— 
Dealers’ gasoline tax reports due. 
Monthly gasoline tax and report due. 
Motor carriers’ report and compensatory 

fees due. 

Sales tax reports and payment due. 
Use tax reports and payment due. 
Wholesalers’ gasoline tax reports due. 





May 1 

Last day for payment by employer to 
authorized depositary of taxes withheld 
on wages during the preceding month 
if withholdings were more than $100 
during the month. 





May 15—— 


By general extension, last day to file non- 
taxable return of income for calendar 
year 1945 by fiduciaries of estates or 
trusts. Form 1041. 

Due date for proof of exemption and an- 
nual return of information by exempt 
corporations on a calendar year basis. 
Form 990. 

Due date of income and excess profits 
returns by corporations, trusts, and 
estates with fiscal year ending on Feb- 
ruary 28. Forms 1120, 1121, and 1041. 

Return of stamp account by brokers, deal- 
ers in securities, etc., due for April. 
Form 828. 

Due date, by general extension, of returns 
for fiscal year ending November 30 in 
the case of: (1) foreign partnerships, 
(2) foreign corporations which main- 
tain'an office or place of business in the 
United States; (3) domestic corpora- 
tions which transact their business and 
keep their records and books of account 
abroad; (4) domestic corporations whose 
principal income is from sources within 
the possessions of the United States; 
and (5) American citizens residing or 
traveling abroad, including persons in 
the military or naval service on duty 
outside the United States. Forms: (1), 
Form 1065; (2)-(4), Forms 1120 and 
1121, (5), Form 1040. 


FEDERAL TAX CALENDAR 


May 31 


April, 1946 e 


Due date, by general extension, of non- 
taxable returns for fiscal year ending | 
December 31, in the case of fiduciaries 
for estates and trusts, but not returns 
of beneficiaries or other distributees of 
such estates or trusts. 








Entire income tax or first quarterly install- 
ment due on returns of nonresidents for 
fiscal year ended November 30. Forms 
1040B, 1040NB, 1040NB-a, 1120NB. 


Monthly information return of stock- 
holders and directors of foreign per- 


sonal holding companies due for April, 
Form 957. 










Nonresident alien individual income tax 
return due (business or office in U. S.) 
for fiscal year ended November 30. 
Form 1040B. (No U. S. business or 
office, Form 1040NB.) 








Nonresident foreign corporation income 
tax return due for fiscal year ended 
November 30. Form 1120NB. 


Second quarterly income-excess profits 
tax payment due for fiscal year ended f 
November 30. Forms 1120, 1120H,} 
TIZ0L,. 121. 


Third quarterly income-excess profits tax 
payment due for fiscal year ended Au- 
gust 31, 1945. Forms 1120, 1121, 1120H 
(personal holding company), 1120L and 
1120M insurance companies). 





Returns for excise taxes due for April. 
Forms 726, 727, 728, 728(a), 729, 932. 
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uest Editorial (continued from page 322) 


ject to the complete democratic control 
the council or commission elected for the 
irpose. 


evenues 


Municipal governments are characteristi- 


They may also collect fees 
‘ident to the regulation of particular busi- 
sses for the protection of the general health 
| welfare. 

let fines 


ctric systems. 


In many cases, they also col- 
and enforce forfeitures. They 
lh) ve various other minor sources of support. 
f »wever, under modern conditions, most 
ci ies must finance their activities mainly 
) means of taxes, partly of state, partly of 
lc al, administration. The centrally col- 
le ted tax revenues made available for local 
ec yvernment activities are sometimes a ma- 
jor fiscal item; more frequently they con- 
st'tute a minor fraction of total revenue. 


Che local levies which a municipality may 
impose—usually the major source of its 
income—are ordinarily circumscribed by 
general legislation. Most expert observers 
who have expressed an opinion have con- 
cluded that democratic processes in the 
municipalities of the United States depend 
on legal provision for the local exercise of 
discretion, In the instance of certain Amer- 
ican cities, arbitrary tax limits deny such 
discretion as a practical matter by rendering 
necessary the invariable imposition of the 
maximum tax rates. The spirit of enthusi- 
asin for popular government is found more 
generally in localities which impose differ- 
ential tax loads upon themselves without 
unnecessary limitations prescribed by per- 
manent legislation. If the council or com- 
mission enjoys discretion, there develops a 
policy and practice of intelligent economy in 
public affairs that is scarcely possible in the 
same degree if differential support comes 
from the central government. 


Public Credit 


local government borrowing, subject, like 
the program for expenditures and for taxa- 
tion, to control by normal budgetary proc- 
esses, is often essential. Ordinarily, with 
well developed financial and legislative skills, 
loans are confined to those 





necessary to 


meet emergencies and to those needed be- 
fore the year’s taxes have been collected. 
In many cases the former are long-term 
loans; in no event should the latter go be- 
yond temporary debt. With efficient man- 
agement and wise legislation, borrowing can 
be reduced to a minimum. The two prin- 
cipal tools for doing this are (a) long-range 
planning of capital outlays to be made year 
by year from current revenues and (b) cur- 
rent control and timing of revenues and 
expenditures so that the former will be at 
hand when the latter must be made. 


Some of the best managed cities have 
adopted a pay-as-you-go policy. They do 
not incur debt. Such a policy is especially 
fruitful in those states in which interest rates 
are high. 


Intergovernmental Technical Aid 

Not only is it usual that local governments 
are granted subsidies by the state (as dis- 
tinguished from the national) government, 
but, in both the United States and Canada, 
central technical assistance has been increas- 
ingly accorded local governmental units. 
Sometimes state or provincial governments 
have provided services as an incident or by- 
product of some functional activity, such as 
education or health work. Increasingly, 
provision through specialized agencies is be- 
ing made for pervasive financial administra- 
tion assistance. The state or provincial 
agencies often aid in the technicalities of 
tax administration, budgeting, accounting, 
purchasing and debt management. Often 
the central government provides or super- 
vises the auditing services in order to afford 
local legislative bodies and the public a 
check on administrative stewardship as in 
private business. 

The most successful central subsidies in 
kind appear to be those confined to technical 
assistance which a single local government 
may not be able to afford for itself. Al- 
though exceptions occur, the intergovern- 
mental arrangement is more fruitful and 
acceptable if the central government officials 
seek to encourage Jocal policy action. Per- 
haps the hopelessly insolvent unit of local 
government requires discretionary action 


from the central government; if so, this con- 
stitutes an exception to sound general policy. 


[The End] 








